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STATEMENT OF QUESTIONS PRESENTED. 


1. The question is whether the Federal Power Commis- 
sion abrogated the terms of the Settlement Agreement 
agreed to by the parties on June 21, 1962 and approved by 
the Commission in Opinion No. 367 issued on October 25, 
1962 by establishing the effective date of the filing of rate 
schedules and refunds incident thereto as of February 3, 
1964 in lieu of March 1, 1961, the effective date contem- 


plated in the Settlement Agreement. 


2. The question is whether under the provisions of See- 
tion 4 (e) of the Natural Gas Act (Appendix A), the 
Federal Power Commission has the power or authority to 
order the filing of rate schedules and refunds incident 
thereto on a portion of rates found unjust and unreasonable 
to any date except the date upon which the rates under 
investigation became effective. 
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Was a Binding Contract Voluntarily Entered 
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mission in Opinion No. 367 
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The Federal Power Commission Abro- 
gated the Settlement Agreement by Es- 
tablishing a Date Other Than March 1, 
1961 as the Effective Date for the Filing 
of New Rate Schedules and Refunds... . 


The Federal Power Commission Abro- 
gated the Settlement Agreement by Re- 
quiring Natural to Reflect in Its Rates 
the Deduction of Accumulated Deferred 
Taxes from Its Rate Base............. 
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Power and Authority Under Section 4(e) of 
the Natural Gas Act 
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Under Section 4(¢) of the Natural Gas 
Act the Federal Power Commission Is 
Required to Order the Filing of New 
Rate Schedules and Refunds Retroactive 
to March 1, 1961 

Section 4(e) of the Natural Gas Act Does 
Not Confer Equity Powers Upon the 
Federal Power Commission 
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No. 417, 52 PUR 3d 118 (1964)... .7, 12, 13, 14, 15, 16, 21 


American Louisiana Pipeline Company re Michigan 
Wisconsin Pipeline Company, Opinion No. 363, 45 
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SratuTEs AND REGULATIONS. 
Natural Gas Act, June 21, 1938; c556, § 4, 52 Stat. 822; 
15 USC 717 ¢ Section (e)......3, 10, 11, 12, 20, 22, 23, 25 
Natural Gas Act, June 21, 1938; c556, $19, 52 Stat. 
831; 15 USC 717 r Section (b) 
Administrative Procedure Act, June 11, 1946: § 10,60, 
Stat. 243; 5 USC § 1009, Section (c) 
Administrative Procedure Act, June 11, 1946, § 7,60 
Stat. 241 5 USC § 1006, Section (b) (6) 


IN THE 


United States Court of Appeals 


DISTRICT OF COLUMBIA CIRCUIT. 


No. 19604. 


CITY OF CHICAGO axp PUBLIC SERVICE 
COMMISSION OF WISCONSIN, 
Joint Petitioners, 


vs. 
FEDERAL POWER COMMISSION, 
Respondent. 


NATURAL GAS PIPELINE COMPANY OF AMERICA, 
Petitioner, 
vs. 


FEDERAL POWER COMMISSION, 
Respondent. 


ON PETITION FOR REVIEW OF ORDERS OF THE FEDERAL POWER 
COMMISSION, 


JOINT PETITIONERS’ INITIAL BRIEF. 
JURISDICTIONAL STATEMENT. 


The Joint Petition of the City of Chicago and the Public 
Service Commission of Wisconsin is one for review under 
Section 19(b) of the Natural Gas Act (Act of June 21, 1938, 
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e556 $19, 52 Stat. 831; 15 USC 717r Section (b).) and 
Section 10 of the Administrative Procedure Act (Act of 
June 11, 1956 § 10, 60 Stat. 243, 5 USC § 1009, Section (¢)) 
of an Order of the Federal Power Commission (FPC) 
issued on March 18, 1965 in the Matter entitled ‘‘Natural 
Gas Pipeline Company of America, Docket No. RP61-8”’, 
which Order was accompanied by an Opinion (No. 456) and 
findings of fact and conclusions of law, and also to review 
an Order on Re-hearing of the FPC in the same Matter and 
Docket issued on June 23, 1965, which Order was accom- 
panied by an Opinion (No. 456-A) and findings of fact 
and conclusions of law, and also to review an Order of the 
FPC in the same Matter and Docket issued August 6, 1965 
rejecting the City of Chicago’s Petition for Re-hearing of 
the Order and Opinion (No. 456-A), issued on Re-hearing, 
duly and timely filed under Section 19(a) of the Natural 
Gas Act (15 USC, § 717r (a)). 


For their Petition herein, Joint Petitioners respectfully 
allege: 


(1) The City of Chicago is a municipal corporation 
organized and existing under and by virtue of the laws 
of the State of Illinois. Its corporate limits include the 
territory served by the Peoples Gas Light and Coke 
Company (Peoples). Peoples supplies over 90% of 
the natural gas used within the City of Chicago’s 
corporate limits. During the year 1964, Peoples 
purchased from Natural Gas Pipeline Company of 
America (Natural) and supplied to its customers 
198,000,000 Mcf. of natural gas. Said purchases have 
and will continue to increase in number. Under the 
laws of the State of Illinois the price paid for the 
natural gas is a direct operating expense which must 
be allowed in establishing the rates charged the afore- 
mentioned customers as residents of the City of Chi- 
cago for gas supplied by Peoples. 
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(2) The Public Service Commission of Wisconsin 
is an agency of the State of Wisconsin deriving its 
powers from statutes enacted by the Legislature of 
Wisconsin, having powers and duties given it by Chap- 
ters 195, 196, Wisconsin Statutes, which include among 
other things the power and duties to regulate rates 
charged by, and the adequacy of, service furnished by 
public utilities in Wisconsin, including those which 
deliver and sell natural gas to the public for ultimate 
public consumption, to the end that such public utilities 
deliver and furnish reasonably adequate natural gas 
service to the public at just and reasonable rates. 
Natural operates in the State of Wisconsin by supply- 
ing various Wisconsin gas distributors with natural 
gas. 

(3) The City of Chicago is a ‘‘municipality”’ within 
the meaning of the term used in Sections 2(3), 4, 95, 


13 and 15 of the Natural Gas Act (15 U.S.C. §717(c), 
717(d), 717(1) and 717(n). 


(4) The Public Service Commission of Wisconsin is 
a ‘‘state commission’’ within the meaning of the term 
used in Sections 2(8), 4, 5, 13 and 15 of the Natural Gas 
Act (15 U.S.C. $ 717(a), 717(e), 717(da), 717(1), 717(n) 
and Section 1.8 of the Rules of Practice and Procedure 
of the Federal Power Commission. 


(5) Both the City of Chicago and the Public Service 
Commission of Wisconsin represent the consuming 
public in matters before the Federal Power Commis- 
sion with a view of obtaining reasonably adequate 
natural gas service and facilities for said consumers at 
just and reasonable rates. Both the City of Chicago 
and the Public Service Commission of Wisconsin are 
among those entitled to file a complaint with the FPC 
respecting a new schedule of rates filed by a natural 
gas company with the FPC under Section 4(e) of The 
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Natural Gas Act (15 U.S.C. $717c) or against an exist- 
ing rate under Section 5 of the Natural Gas Act (15 
U.S.C. $ 717d), as well as any act or omission of a 
natural gas company contrary to the provisions of said 
Act as provided by Section 13 of The Natural Gas Act 
(15 U.S.C. § T17L). 

(6) The City of Chicago is also a consumer of 
natural gas used in public buildings owned by it, which 
gas is purchased from Peoples, who in turn purchases 
said gas from Natural Gas Pipeline Company of 
America. 


(7) The City of Chicago and The Public Service 
Commission of Wisconsin, Joint Petitioners, are inter- 
venors in the proceeding before the F'PC in which said 
orders issued March 18, 1965, June 23, 1965 and August 
6, 1965, are sought to be reviewed before the United 
States Court of Appeals, District of Columbia Circuit. 


STATEMENT OF CASE. 


Natural Gas Pipeline Company of America (Natural) 
and Peoples Gulf Coast Natural Gas Pipeline Company 
(Peoples Gulf Coast) which was subsequently acquired by 
Natural on September 29, 1960 (CP 60-97), filed on August 
29, 1960 Revised Tariff Sheets which would increase rates 
effective October 1, 1960. These filings were made under 
Section 4(e) of the Natural Gas Act. The increased rates 
went into effect on March 1, 1961 and were duly passed on 
to Natural’s customers. Hearings, regarding these in- 
creased rates, commenced on June 20, 1961. 


Subsequent to the conclusion of the Hearings and the 
filing of its Initial Brief on February 27, 1962, Natural 


prepared and submitted to the parties to the proceeding, 
including the Commission’s Staff, a Proposal for Settle- 
ment of the issues in this proceeding. Following several 
conferences of the parties, a Stipulation and Agreement to 
terminate proceedings was prepared by Natural’s <Attor- 
neys and incorporated into the record and made part 
thereof on June 21, 1962. (J.A. 4328-9). The Commission 
accepted and approved this Stipulation and Agreement 
(hereinafter referred to as Settlement Agreement) without 
change by Order issued on October 25, 1962 in Opinion No. 
367. (J.A. 4341-49). The Settlement Agreement reserved 
two issues and at the same time approved an immediate 
refund in excess of $8,800,000.00 to jurisdictional customers 
of Natural covering the period from March 1, 1961 when 
Natural began collecting the filed rates under bond until 
the date on which the Settlement Agreement became 
effective. 

The Settlement Agreement was entered into by all 
parties to the proceeding except Intervenors, Fuels 
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Research Council, Inc., United Mine Workers of America, 
and Mid-West Coal Producers Institute, Inc. They objected 
to the proposed Settlement on the ground that the rate 
design did not enable Natural to recover through the com- 
modity component of its tariff all expenses classified as 
commodity costs. This issue was resolved by the Commis- 
sion by Paragraph (B) of Opinion No. 367 (issued October 
25, 1962) where it stated: 

‘“‘The Settlement of the proceeding in Docket No. 

RP61-8 as set forth in Natural’s proposed Settlement 

and Agreement is hereby approved and made effec- 


tive subject to the terms and conditions hereinafter 
ordered.”’ 


The provisions of the Settlement Agreement which Joint 
Petitioners deem of critical importance in this appeal is 
appended hereto as Appendix B. 


The major issue which was reserved for determination by 
the Commission as stated in Opinion No. 367 was: 
‘Whether Natural should ‘normalize’ its tax expense 
to eliminate the effect of Internal Revenue Code 
$ 167,26 USCA § 167, relating to accelerated deprecia- 
tion, or should compute its tax expense on the basis of 
taxes actually paid during the test year (1960). The 
Settlement provides further that pending our decision 
on these issues, Natural shall collect revenues subject 
to refund based upon a 52 per cent tax rate and ‘nor- 
malized’ depreciation.’’ (45 PUR 3d 415, 416, 1962). 


On May 11, 1964 (.J.A. 4776-84) the City filed a motion to 
decide the reserved issue relating to accelerated deprecia- 
tion. On May 19, 1964 Natural filed an answer to the City’s 
motion. This answer contained an offer to reduce rates 
effective October 1, 1965, subject to certain conditions. This 
rate reduction proposal was unacceptable to the City of 
Chicago and on July 31, 1964, the Commission ordered that 
briefs be filed by the parties ‘‘on the matters presented by 
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the reserved issue of proper rate treatment of liberalized 
depreciation under Section IV, Paragraph (2) of the Settle- 
ment Agreement in this Docket.’’ After briefs and oral 
arguments, the Commission issued its Opinion No. 456 dated 
March 18, 1965 (J.A. 5118-30) in which the Commission: 
(a) Ruled that Natural should apply flow-through 
principle but as of February 3, 1964 rather than 
Natural’s: proposed October 1, 1965 date or the 
City’s and Public Service Commission of Wiscon- 
sin’s date of March 1, 1961. (J-A. 5126.) 
Ruled that Natural should also apply the ‘‘rate 
base reduction”’ principle as of February 3, 1964. 
Ruled that the refunds and rate reductions flowing 
from (a) and (b) need not be effectuated until 30 
days after Opinion No. 417 (Alabama-Tennessee 
Case) becomes final. 


On April 16, 1965, timely Application and Petition for 
Rehearing and Modification of Order and Other Relief of 
Opinion No. 456, was filed by the City of Chicago as pro- 
vided by Section 19(a) of the Natural Gas Act (15 U.S.C. 
§$717r). (J.A. 5134-63). 

On April 19, 1965, the Public Service Commission of 
Wisconsin timely filed an application for rehearing of Opin- 
jon No. 456 by adopting the Application and Petition for 
Rehearing and Modification of Order and Other Relief 
filed by the City of Chicago. (J.-A. 5192.) 

On April 19, 1965, Natural filed its Petition for Rehear- 
ing of Opinion No. 456. (J.A. 5164-91.) 


On May 12, 1965, the Federal Power Commission issued 
an Order which granted rehearing for the purpose of fur- 
ther consideration of Opinion No. 456 and Order issued 
March 18, 1965. (J.A. 5198.) 

On June 23, 1965, the Commission issued its Opinion No. 
456-A which slightly modified Opinion No. 456 but which 
still affirmed those findings of Opinion No. 456 which the 
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Joint Petitioners now seek review. (J.A. 9199-205.) On 
July 9, 1965 Natural filed an application for rehearing of 
Order and Opinion No. 456-A issued on rehearing (J.A. 
3206-23.) 

On July 23, 1965 the City filed an Application for rehear- 
ing of Opinion No. 456-A as provided by Section 19a of the 
Natural Gas Act (15 U.S.C. $71ir). (J.A. 5224-38.) At 
the same time. the City filed a Petition for the issuance of 
a Declaratory Order to Remove an Uncertainty. (J.A. 
5233-38.) This Petition of the City requested that the Com- 
mission reject all Applications for rehearing of Order and 
Opinion No. 456-A issued on rehearing since it was the 
City’s position that the Natural Gas Act and the Commis- 
sion’s own rules did not provide for rehearing of Orders 
issued on rehearing. 

On August 6. 1965 the Commission issued an Order in 
response to the City’s aforesaid Petition. The Commis- 
sion’s Order rejected the City’s Application for rehearing 
of Opinion No. 456-A issued on rehearing and partially 
rejected and partially denied Natural’s petition for rehear- 
ing of Order and Opinion No. 456-A. (J.A. 5239-41.) This 
rejection by the Commission of the City’s Petition for 
rehearing of opinion and Order 456-A made the order issued 
on June 23, 1965 a final Order upon which the City and the 
Publie Service Commission of Wisconsin brings this Ap- 
peal under Section 19/b) of the Natural Gas Act (15 U.S.C. 
T1ir(b).) 

On August 11, 1965 at 9:00 a.m. E.D.S.T. Joint Petition- 
ers filed with the Clerk of the United States Court of Ap- 
peals for the District of Columbia Circuit, a Petition for 
Review of Certain Orders of the Federal Power Commis- 
sion including Order and Opinion Nos. 456 and 456-A. On 
August 10, 1965 Natural mailed to the Clerk of the United 
States Court of Appeals for the Third Circuit, a Petition 
for Review of Opinion and Order Nos. 456 and 456-A. 
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Due to the almost simultancous filings of the Petitions 
for Review, a controversy arose as to proper venue. In 
order to resolve this controversy, Joint Petitioners filed 
a Petition in the United States Court of Appeals for the 
District of Columbia Cireuit requesting the issuance of 
an Order directing the Federal Power Commission to cer- 
tify and file with the Clerk of the United States Court of 
Appeals for the District of Columbia Circuit the record of 
the Commission in Docket No. RP61-8. The Court of Ap- 
peals, on November 5, 1965, denied the Joint Petition of 
the City of Chicago and The Public Service Commission 
of Wisconsin as being premature although the Court con- 
firmed the Joint Petitioners’ position that under 28 U.S.C. 
§ 2112(a), the Joint Petitioners had, in fact, first instituted 
the Petition for Review before the United States Court of 
Appeals for the District of Columbia Circuit. In light of 
this finding by the Court, the Solicitor for the Federal 
Power Commission, Howard FE. Wahrenbrock, notified the 
Joint Petitioners that the record of the Commission in 
Docket No. RP61-8 would be certified and filed with the 
Clerk of the United States Court of Appeals for the District 
of Columbia Circuit. 


On November 9, 1965, the Clerk of the United States 
Court of Appeals for the District of Columbia Circuit, 
Nathan J. Paulson, confirmed that the Federal Power Com- 
mission had certified and filed the record in Docket No. 
RP61-8 (Case No. 19604) to that Court. By a joint motion 
of the parties to this proceeding, it was agreed that the 
Petitioners would file their initial briefs on December 6, 
1965. 


STATEMENT OF POINTS. 


1. The Federal Power Commission violated the due 
process clause of the Fifth Amendment of the United States 
Constitation by impairing the vested contractual rights of 
the parties by ordering: 

(a) the filing of new rate schedules and refunds inci- 
cident thereto to a date other than the date con- 
templated in the Settlement Agreement; and by 
ordering, 

(b) Natural to reflect in rates the deduction of the 
accumulated deferred taxes from its rate base 
contrary to the Settlement Agreement. 


2. The Federal Power Commission exceeded its power 
and authority under Section 4(e) of the Natural Gas Act 


(Appendix A) by failing to order the filing of new rate 
schedules and refunds incident thereto retroactive to March 
1, 1961, the date on which the rates found unjust and 
unreasonable became effective. 


THE SUMMARY OF THE ARGUMENT. 


This appeal involves a natural gas rate proceeding insti- 
tuted under the provisions of Section 4(¢) of the Natural 
Gas Act. (Appendix A.) Section 4(e) provides, among 
other requirements, that should any new schedule for 
proposed rate increases filed with the Commission hecome 
effective before the final determination by the Commission 
as to its justification, the Commission has the power to 
require that a running account be maintained by the natural 
gas company in order to determine by whom and in whose 
behalf such amount was paid. It further provides that 
upon determination by the Commission, after full and com- 
plete hearings, the rate increase or portion thereof which 
was found not justified to be refunded with interest. 


In the proceeding here under appeal, after the conclusion 
of the hearings and prior to the filing of briefs, the parties 
voluntarily entered into a Settlement Agreement. The Set- 
tlement Agreement provided for a termination of the liti- 
gation with the exception of two issues which were reserved 
for the Commission's future determination and an imme- 
diate refund from the time the Settlement became effective, 
retroactive to March 1, 1961, the date the rates became 
effective. d 


The primary issue reserved and the issue upon which 
this Appeal is based, was: 


‘«. . . The second issue is whether Natural should 
‘normalize’ its tax expense to eliminate the effect of 
Internal Revenue Code, $ 167, 26 USCA § 167, relating 
to accelerated depreciation, or should compute its 
tax expense on the basis of taxes actually paid during 
the test year (1960). The Settlement provides further 
that pending our decision on these issues, Natural shall 
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collect revenues subject to a refund based upon a 52 
per cent tax rate and ‘normalized’ depreciation.”’ 
(Opinion No. 367, issued Oct. 25, 1962); 52 P.U.R. 3d 
lls. 


On May 11. 1964, the City filed a motion with the Com- 
mission to decide the reserved issue with respect to accel- 
erated depreciation and the Commission after due consid- 
eration of all the evidence found that flow-through was the 
proper treatment of liberalized depreciation. (Opinion No. 
456, issued March 18, 1965.) It is the position of the Joint- 
Petitioners that the Commission erred in issuing its order 
and Opinion No. 456 and 456A in that it related the filing of 
rate schedules and refunds incident thereto to its decision 
in Alabama-Tennessee. (Opinion 417, issued February 3, 
1964.) 


The Commission stated that this was an equitable ‘‘reso- 
lution of the matter’’ and in doing so, ignored the explicit 
language of the Settlement Agreement, which in no way 
provided that the effective date of any rate filings and 
refunds would be controlled by the decision in Alabama- 
Tennessee. The portion of the rate settlement on which 
the Joint-Petitioners primarily relied is set forth in Ap- 
pendix B; and even a cursory reading of this portion of 
the Agreement will sustain the Joint-Petitioners’ conten- 
tion. 

The Joint-Petitioners would further state that nowhere 
under the express provisions of Section 4(e) or any other 
section of the Natural Gas Act has the Commission the 
right to order a refund retroactive to any date other than 
the date the increased rates became effective. Granted, the 
Commission has the power to order refunds on a portion of 
the rate it finds to be unjust and unreasonable but it does 
not have the power to order a refund for a portion of the 
total time the rates found unjust and unreasonable were in 
effect. 


ARGUMENT. 


I. THE FEDERAL POWER COMMISSION ABROGATED 
THE TERMS OF THE SETTLEMENT AGREEMENT 
WHICH WAS A BINDING CONTRACT VOLUNTARILY 
ENTERED INTO BY THE PARTIES AND APPROVED BY 
THE COMMISSION IN OPINION NO. 367. 


(A) The Federal Power Commission Abrogated the Settle- 
ment Agreement by Establishing a Date Other Than 
March 1, 1961 as the Effective Date for the Filing of 
New Rate Schedules and Refunds. 


The Commission, in overruling the position of the Fed- 
eral Power Commission Staff Counsel, the City of Chicago 
and the Wisconsin Public Service Commission admittedly 
disregarded the specific terms of the Settlement Agreement 
voluntarily entered into by the parties in this proceeding 
on June 21, 1962, when, on page 6 of Opinion No. +456 it 
stated: 

‘We think the most equitable resolution of this matter 


is to put Natural on a par with Alabama-Tennessee.”” 
(J.A. 5124.) 


The Settlement Agreement did not call for a resolution of 
the issue of ‘‘normalization’’ versus ‘‘flow-through’’ on the 
basis of a determination in Alabama-Tennessee, There was 
no mention of Alabama-Tennessee in the Settlement Agree- 
ment although both parties were aware of those proceedings. 


Section 1V(2) of the Settlement Agreement provides: 


‘‘The question of whether Natural . . . should compute 
its Federal Income Tax expense allowance by ‘normal- 
izing’ such taxes ... or... by utilizing the principle 
of ‘flow-through’ of the tax effect ... shall be deter- 
mined by an adjudication by the Commission in these 
proceedings....’’ (Emphasis supplied.) 
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The sole question to be decided by the Commission is as 
stated, ‘tnormalization’’ versus ‘‘flow-through"’, in these 
proceedings. From there on, the Settlement Agreement 
delineated the sequence of events which would follow. 

During the hearings and prior to any proposal of Settle- 
ment, the City introduced uncontroverted evidence in the 
record on November 6, 1961 through its witness Van 
Scoyoe in support of its contention that ‘‘flow-through’’ 
is the proper rate treatment of liberalized depreciation. 
Natural and the Commission's Staff, relying on the estab- 
lished Commission Policy of ‘tnormalization’’ offered no 
evidence on this issue, being satisfied with relatively scant 
cross-examination of the City’s witness. 

Therefore, there is uncontroverted evidence in the record 
“tin these proceedings’’ for the Commission to find, as it 
did, that Natural should ‘‘flow-through”’ the benefits of 
accelerated depreciation. This being established, it was 
error for the Commission to assume that it had to deter- 
mine the equitable solution of this matter based on the 
treatment it afforded Alabama-Tennessee in the latter’s 
rate proceeding. 

The Commission through its ‘‘equitable resolution of 
the matter’’ which abrogates the Settlement Agreement 
voluntarily entered into between the parties and approved 
by the Commission (Opinion No. 367, issued on October 25, 


1962), is discouraging participants in proceedings before 
it from entering into any settlements in the future. This 
is notwithstanding the statement of the U.S. Court of 
Appeals for the Fifth Circuit, in Texas-Eastern Transmis- 
ston Corporation v. Federal Power Commision, 306 Fed. 
24 345 at 347, 348 (1962) where the Court asserted: 


‘«|.. Commision approved volutary settlements are an 
important and desirable mechanism as the Commission 
undertakes the staggering burden of dealing with the 
ceaseless flow of the ever-more complicated problems 
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facing an inadequate staff as a result of the celebrated 
1954 Phillips decision. (Phillips Petroleum Company 
v. Wisconsin, 347 U. S. 672 (1954).) Consequently, 
settlements should be encouraged, not discouraged.”’ 
(Emphasis supplied.) 


The Court further stated: 


<¢) One sure way to discourage voluntary settlements 
is for the Commission, at the behest of one party or 
the other, or ubiquitous . . . intervenors, to read into 
contracts things which are simply not expressed, or not 
there ...”’ 


Contrary to the admonition of the Court, this is just what 
the Commission did. It read its prospective-looking decision 
in Alabama-Tennessee into the Settlement Agreement in 
this proceeding. Such action by the Commission is contrary 
to the law as expressed in the decisions of the Federal 
Courts. 

It should be called to the Court’s attention that the 
powers of presiding officers under the Administrative Pro- 
cedure Act, June 11, 1946; Section 7, 60 Stat. 241; 5 
U. S&. C. Section 1006; Section (b) (6) which provides 
among other powers enumerated that they should have the 
power to: 

“. . . (6) hold conferences for the settlement or 
simplification of the issues by consent of the parties, 
. 2? (Emphasis added.) 

The law is clear that Settlements may be entered into 
with the consent of the parties and once approved by the 
Administrative Agency there is no provision for modi- 
fication, unless, possibly by obtaining the consent of the 
parties to the modification. 


The Commission, in issuing its Order in Opinion No, 456, 
necessarily had to ‘tread into’’ the Settlement something 
which was not present, namely : 


16 


that Natural shall make further refunds from the 
20th day of each month after -Alabama-Tennessee was 
Gecided .. . 


When, in reality, the Settlement Agreement called for: 


**Seetion 1V(2) ... Natural... shall make such further 
refunds ... from the 20th day of each month in which 
the excess payment was collected .. .”” 


The Commission, by reading its forward-looking decision 
in Alabama-Tennessee into the Settlement Agreement in 
this proceeding. ignored the fact that the parties in no 
way intended that that decision should determine the effec- 
tive dates of refunds in this proceeding. Also, the Com- 
mission’s Opinion No. 367 which approved of the Settle- 
ment Agreement made no mention of the application of 
Alabama-Tennessee as having any effect on the issues to 
this proceeding. This total disregard for the provisions 
of the Settlement Agreement is best shown by the time se- 
quence of events leading up to the Settlement. Between the 
time the Settlement was submitted to the City (May 10, 
1962) and the time ir was placed in the record (June 21, 
1962), the Commission issued its Order and Opinion No. 360 
on June 13, 1962 in Alabama-Tennessee providing for oral 
argument in the latter case on the issue of “liberalized 
depreciation ”* and participation by any party that wanted 
to be heard isasmuch as the Commission had previously 
indicated its desire to re-examine the matter. 

The parties to this Settlement Agreement were familiar 
with this Order and, if they had desired to do so, could 
have tied the Settlement to the Commission’s decision in 
the Alabama-Tennessee case. They did not desire to do so. 


The Commission, in order to justify the abrogating of the 
terms of the Settlement Agreement by relating to the 
effective date of the refund in this proceeding to the 
effective date of its decision in Alabama-Tennessee, states 
on page 6 of the Opinion: 
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““If we had chosen to utilize the instant case rather 
than the Alabama-Tennessee proceeding as the vehicle 
for reconsidering our previous policy, we would have 
applied our new policy of flowing through the tax 
benefits resulting from the use of liberalized deprecia- 
tion and deducting the accumulated reserves from the 
rate base prospectively only as we did in fact in Ala- 
bama-Tennessee.’’. 


This statement completely ignores the fact that in Ala- 
bama-Tennessee there was no settlement. Without a bind- 
ing settlement, the Commission had a free hand in Ala- 
bama-Temmessee to establish policy. In making this state- 
ment, the Commission chooses to ignore that when the issue 
of liberalized depreciation was reserved in Alabama-Ten- 
nessee (Opinion No. 360 issued on June 13, 1962), the 
Order expressly provided that any future Order would 
operate prospectively only. This fact was recognized by 
Commissioner Black in his dissenting Opinion, on page 
2 wherein he stated: 

“Tt is especially noteworthy that the Commission order 
in Alabama-Tennessee and in other dockets reserving 
the issue of liberalized depreciation did expressly pro- 
vide that its future order resolving that issue would 
have prospective effect only."7 


The Commission erroneously concludes, on page 4 of 
its Opinion No. 456 that: 


“«”,. there is no language in the settlement which can 
be fairly interpretated as requiring us to order re- 
funds retroactive to the date the rate increase was 
put into effect by Natural’’. 


The Settlement Agreement when fairly interpretated, 
shows a clear intent to order refunds retroactive to the 


2. Alabama-Tennessee Natural Gas Company, Opinion No. 360 issued 


June 13, 102; American Louisiana Pipe Line Company and Michigan- 
Wisconsin Pipe Line Company, Opinion No, 368 issued October 19, 1942: 
Southern Natural Gas Company, Opinion No, 379, issued February 18, 
1963. 
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date on which the increased rates were put into effect by 
Natural. Referring to Section IV(2), paragraph 3, which 
reads: 
“+. . Natural. . . shall make such further refunds, 
with interest at 7% per annum from the 20th day of 
each month in which each excess payment was collected, 
to the date Natural refunds such excess payment. . .”’ 


Natural has collected these excess payments since March 
1, 1961. The language of the Settlement Agreement is 
clear and only a strained interpretation could establish 
a date other than March 1, 1961 as the date on which 
Natural should refund the excess payments collected. 


It should also be pointed out that the use of the word 
‘farther’? in Section IV(2), paragraph 3 of the Set- 
tlement Agreement before ‘refunds’’ relates the then 
imminent refund of $8,S00,000 when the Settlement Agree- 
ment became effective to refunds in accordance with re- 
funding procedure as set forth, should the City’s position 
to ‘‘flow-through”’ for Natural be adopted by the Commis- 
sion. Since the $8,800,000 refund was retroactive to March 
1, 1961 the use of the word ‘‘further’’ in relating the two 
separate refunds, indicates the intent of the parties to re- 
late the then agreed-upon refund to such further refund, 
should the Joint Petitioners’ position be sustained. 


The policy of the Commission with reference to refunds 
in Settlement proceedings is amply set forth by Commis- 
sioner Black, in his dissent, wherein he states: 


“It is not at all uncommon in Settlement proceedings 
or, for that matter, in fully adjudicated cases, for the 
parties or the Commission to reserve an issue for subse- 
quent determination. When the severed issue is de- 
cided, unless specific provision is made to the con- 
trary, it will relate back in time, utilizing the same test 
period, and fit into the Agreement or decision of the 
Commission just as if it had been decided along with 
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other issues. (Cities Service Gas Company, Docket, 
No. G-18799, issued March 27, 1961, 25 FPC 582, Opin- 
ion No. 396 issued July 15, 1963; 30 FPC 158.) "" 


Neither the parties to this Settlement Agreement nor the 
Commission in approving the Settlement Agreement, evi- 
denced any intent to have the decision of the Commission 
apply prospectively; but, on the contrary, the Settlement 
evidences and sets forth in detail, the intent to make 
future refunds retroactive to the date on which the excess 
payments were collected, should the Commission adopt the 
City’s position of ‘‘flow-through”’. 


(B) The Federal Power Commission Abrogated the Settle- 
ment Agreement by Requiring Natural to Reflect in 
Its Rates the Deduction of Accumulated Deferred 
Taxes From Its Rate Base. 


It is clear that the Commission not only abrogated the 


terms of the Settlement Agreement with respect to the 
effective date of the filing of new rate schedules and re- 
funds but also abrogated it in Paragraph (A) of its Order 
No. 456, in ordering that: 


««. .. Natural shall file new rate schedules, effective 
immediately, reflecting the lower Federal Income Tax 
allowance and the lower rate base referred to above 
(Findings 5 and 6) conforming to the Settlement of 
June 21, 1962 .. .°’ (Emphasis supplied) 


This decision by the Commission contravenes the Settle- 
ment Agreement, since, one of the considerations of this 
Agreement was that the City would waive the deduction of 
accumulated deferred taxes in the amount of approximately 
$8,000,000 in computing Natural’s rate base and cost of 
service for the test year. While this ‘‘equitable resolution 
of the matter’? would be favorable to Chicago gas con- 
sumers, it is only pointed out for the purpose of demon- 
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strating how the Commission ignored important provisions 
of the Settlement Agreement. 


The Commission approved the Settlement on the basis 
that the parties hereto would cease their litigation and 
reserve two issues for the determination of the Commission. 
The Joint Petitioners have always recognized and Natural 
has admitted in its oral argument (J.A. 3002) that the 
Settlement Agreement is a binding contract containing 
mutual rights and obligations. The Joint Petitioners are 
now presented with an Order of the Commission imposing 
an entirely different Settlement on the parties. This action 
by the Commission in effect abrogates the rights and obli- 
gations of the parties under the Settlement Agreement. 
It is obvious that the Joint Petitioners would not have 
consummated this contractual agreement had they known 
that the Federal Power Commission would impose a Settle- 
ment other than the one agreed to by the parties. 


U. THE FEDERAL POWER COMMISSION EXCEEDED ITS 
POWER AND AUTHORITY UNDER SECTION 4(e) OF 
THE NATURAL GAS ACT. 


(A) Under Section 4(e) of the Natural Gas Act the Fed- 
eral Power Commission Is Required to Order the Fil- 
ing of New Rate Schedules and Refunds Retroactive 
to March 1, 1961. 


The Supreme Court of the United States declared as 
early as the Hope Natural Gas case, 320 U.S. 591, 610 
(1944) that the primary aim of the Natural Gas Act was: 


‘ 


‘... to protect consumers against exploitation at the 
hands of Natural Gas Companies;’’ also Sunray Mid- 
Continent Oil Company v. FPC, 364 U.S. 137, 147 
(1960). 


The Supreme Court of the United States has interpretated 
the power of the Federal Power Commission under the 
Natura] Gas Act in protecting the consumers as follows: 
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“The powers of the Commission are defined by $§ 4(e) 
and 5(a) ... The basie power of the Commission is 
that given it by § 5(a) ... All that §4(e) does, how- 
ever, is to add to this basic power in the case of newly 
changed rates or contracts ... The further powers (1) 
to preserve the status quo pending review of the new 
rate by suspending its operation for a limited period, 
and (2) thereafter, to make its Order retroactive, by 
the means of the refund procedure, to the date the 
change became effective.’’ (Emphasis supplied). United 
Gas Pipeline Company v. Mobile Gas Corporation, 
350 U.S. 332, 341 (1956); and Federal Power Coin- 
mission v. Hunt, 376 U.S. 515, 522 (1964). 
In establishing the refund period in this proceeding, the 
Commission on page 6 of its Opinion, stated: 
“We think the most equitable resolution of this is to 
put Natural on a par with Alabama-Tennessee. We 
shall therefore order refunds back to February 3, 
1964’... (Emphasis supplied). 


In making the foregoing decision, the Commission ignored 
the fact that this was a Section 4(e) proceeding and that 
its powers under this section as interpretated by the 
Supreme Court of the United States do not include the 
power to make its Order under a section 4(¢) proceeding 
retroactive to any date which the Commission might feel 
equitable, but specifically relates the retroactive activity of 
the Commission’s Order to the date the rate change became 
effective. United Gas Pipeline Company v. Mobile Gas 
Corporation, Supra. The date on which the rates became 
effective in this proceeding was March 1, 1961; there- 
fore the Federal Power Commission lacks the power or 
authority to make refunds effective on any other date. 

Commissioner Black, in his dissent, fully agrees with the 
position of the City and Public Service Commission of 
Wisconsin that the refund should relate back to the date 
when the increased rates went into effect when he asserted 
that: 
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**The Commission should order Natural to refund the 
excess revenues collected by reason of its ‘normalized’ 
treatment of liberalized depreciation for the entire 
period the inflated rates have been in effect; that is 
from March 1, 1961 to the present.”’ 


The Commission asserts on page + of its Opinion No. 


456 that: 


**... there is no language in the Settlement which can 
fairly be interpreted as requiring us to order refunds 
retroactive to the date the rate increase was put into 
effect by Natural.**) (J.A. 5128.) 


This is clearly erroneous since the Settlement must be read 
in the setting of the Natural Gas Act. In Texas-Eastern 
Transmission Corporation v. Federal Power Commission, 
supra, the United States Court of Appeals for the 5th 
Cirenit stated: 


“ce 


+++ We recognize of course, that here as in every 
situation of contract interpretation the Court must put 
itself in the position of the parties. That means that 
we must read the Agreement in the setting of the 
Natural Gas Act’’. 


Section 4(e) of the Natural Gas Act carries out the purpose 
of the Natural Gas Act to protect the consumer by allowing 
new rates to go into effect after a five months suspension 
period, subject to refund of any amounts found to be exces- 
sive to the date the change became effective. 


(B) Section 4(e) of the Natural Gas Act Does Not Confer 
Equity Powers Upon the Federal Power Commission. 


In United Gas Pipeline Company v. Mobile Gas Corpora- 
tun, Supra, the Supreme Court makes it quite clear that 
the power of the Federal Power Commission under section 
4(e) is: 


“*... (1) to preserve the status quo... for a limited 
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period... and (2) thereafter, to make its order retro- 
active by the means of the refund procedure, to the 
date the change became effective.”’ 


The Supreme Court did not say that the Federal Power 
Commission may make its Order retroactive to any date 
which the Commission feels would be equitable and there- 
fore, the Commission violated its power and authority 
under Section 4(e) of the Natural Gas Act when it ordered 
new rate schedules and refunds retroactive to February 3, 
1964 instead of March 1, 1961, the date on which the 
increased rates, later found unjustified, became effective. 

To allow the Commission under a 4(¢) proceeding to 
make its Order retroactive to any date in which it feels 
equity would be served, would result in the complete and 
thorough discouragement of any party from entering into 
Settlement Agreements. Such equitable resolutions of 
Settlement Agreements by the Commission frustrate the 
intent of Congress in enacting the Natural Gas Act, the 
purpose of which was to protect the natural gas consumer 
from exploitation at the hands of the natural gas companies. 


CONCLUSION. 


For all of the foregoing reasons, the Joint Petitioners 
urge this court, in accordance with Section 19(b) of the 
Natural Gas Act (15 U.S.C. § 717r) to: 


(1) Set aside Opinion No. 456 and accompanying 
Order and Opinion No. 456-A and accompanying 
Order (Paragraphs C and D) issued on March 18, 
1965 and on June 23, 1965 respectively, insofar as 
such Opinions and accompanying Orders violate 
Section 4(e) of the Natural Gas Act (15 U.S.C. 
$717c) and/or abrogates Section TV(2) of the 
Settlement Agreement (Appendix B) and 
Remand this case to the Federal Power Commis- 
sion with instructions that the Commission issne 
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an Order providing that Natural file new rate 
schedules effective March 1, 1961 reflecting the 
lower Federal Income Tax Allowance conforming 
to the Settlement of June 21, 1962 and Order 
refunds incident thereto retroactive to March 1, 
1961. 


Respectfully submitted, 


Raymonp F. Simon, 

Corporation Counsel, City of Chicago, 
Room 511, City Hall, 
Chieago, Illinois 60602. 

Wituiam E. Torkezsoy, 


Chief Counsel. Public Service Commission of 
Wisconsin, 


Hill Farm State Office Building, 
Madison, Wisconsin 53702. 


MatHias M. Matters, 
Assistant Corporation Counsel in Charge 
of Public Utilities Division, 
Bernarp Rane, 
Assistant Corporation Counsel, 


Winuum E. TorKersox, 
Chief Counsel, Public Service 
Commission of Wisconsin, 


Of Counsel, 


APPENDIX A. 


Section 4(e), Natural Gas Act (15 U.S.C. § 717 c). 


(e) Whenever any new schedule is filed the Commis- 
sion shall have authority, either upon complaint of any 
State, municipality, State commission or gas distributing 
company, or upon its own initiative without complaint, at 
once, and if it so orders, without answer or formal plead- 
ing by the natural-gas company, but upon reasonable notice, 
to enter upon a hearing concerning the lawfulness of such 
rate, charge, classification, or service: and, pending such 
hearing and the decision thereon, the Commission, upon 
filing with such schedules and delivering to the natural-gas 
company affected thereby a statement in writing of its 
reasons for such suspension, may suspend the operation 
of such schedule and defer the use of such rate, charge, 
classification, or service, but not for a longer period than 
five months beyond the time when it would otherwise go 
into effect, and after full hearings, either completed before 
or after the rate, charge, classification, or service goes into 
effect, the Commission may make such orders with ref- 
erence thereto as would be proper in a proceeding initiated 
after it had become effective. If the proceeding has not 
been concluded and an order made at the expiration of the 
suspension period, on motion of the natural-gas company 
making the filing, the proposed change of rate, charge, clas- 
sification, or service shall go into effect. Where increased 
rates or charges are thus made effective, the Commission 
may, by order, require the natural-gas company to furnish 
a bond, to be approved by the Commission, to refund any 
amounts ordered by the Commission, to keep accurate ac- 
counts in detail of all amounts received by reason of such 
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increase, specifying by whom and in whose behalf such 
amounts were paid, and, upon completion of the hearing 
and decision. to order such natural-gas company to refund, 
with interest, the portion of such increased rates or charges 
by its decision found not justified. At any hearing involving 
a rate or charge sought to be increased, the burden of proof 
to show that the increased rate or charge is just and rea- 
sonable shall be upon the natural-gas company, and the 
Commission shall give to the hearing and decision of such 
questions preference over other questions pending before 
it and decide the same as speedily as possible. 


APPENDIX B. 


Settlement Agreement. 


Section IV(2)—The question of whether Natural, in 
computing its cost of service for rate purposes, should 
compute its Federal income tax expense allowance by ‘‘nor- 
malizing’’ such taxes to eliminate the effect of Section 167 
of the Federal Internal Revenue Code which relates to 
‘accelerated’? or ‘‘liberalized’’ depreciation, or by utiliz- 
ing the principle of ‘‘flow through’’ of the tax effect of 
the use of such ‘‘accelerated depreciation’? deductions for 
tax purposes, as proposed and defined by the City of Chi- 
cago in these proceedings, rather than the ‘‘normalization”’ 
method, shall be determined by an adjudication by the 
Commission in these proceedings and this issue shall not 
be terminated by approval of the settlement proposed here- 
under. 


To permit a resolution of this issue at the earliest pos- 
sible date, however, all parties hereto request that in lieu 
of any intermediate decision proceedings herein, the Com- 
mission render a final decision with respect to such issue 
and, pursuant to the requirements of Section 1.30(¢) of 
the Commission’s Rule of Practice and Procedure, request 
the opportunity to file briefs relating to this issue, inclusive 
of proposed findings and conclusions, in accordance with 
a briefing schedule to be prescribed by the Commission, 
and to thereafter present oral argument to the Commission 
relating thereto; each party, subject to the aforegoing, 
reserving its right to apply for rehearing and petition for 
judicial review of the Commission’s decision with respect 
to such issue. 


In the event it shall be determined in these proceedings 
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by a valid and final order of the Commission that Natural 
in computing its cost of service in these proceedings, must 
utilize the above mentioned ‘flow through”’ method of tax 
computation, Natural, subject to its right to seek judicial 
review thereof, shall make such further refunds, with inter- 
est at 7% per annum from the 20th day of each month in 
which each excess payment was collected, to the date Nat- 


ural refunds such excess payment, as shall result from 
the reduction. if any, in the level of any of the rates con- 
tained in its FPC Rate Schedules that may be required 
by the Commission at the time of such order; provided, 
however, that Natural’s obligation to make a refund here- 
under shall not become effective unless and until the aggre- 
gate sum refundable under this Paragraph (2) shall be 
equal to $100,000. 


It is agreed that the difference between the depreciation 
deduction used in computing the Federal Income Tax al- 
jowance by use of the above mentioned ‘‘normalization’’ 
method. which is included in the cost of service of $137,- 
014,823 and the depreciation deduction for such tax allow- 
ance purposes, relative to such cost of service, which would 
have resulted from use of the above mentioned ‘‘flow 
through’? method, is $7,928,320. Any refunds and/or rate 
reductions made by reason of this Section IV(2) shall be 
made as described in the last paragraph of Section IV(1) 
abore. (Emphasis added.) 
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Excerpt from testimony of Natural witness C. E. Holmes. 
Cross-Examined by Mr. Albrecht. 


*. * * 


The Witness: I would like to preface with a word of 
explanation. The word of explanation I want to give is this: 
I have given a figure of what I estimate the loss of sales 
would be if the commodity charge goes to 23.62¢ per Mef, of 
161% billion cubic feet, and that if it is increased further to 
24.52¢ per Mef, that we would lose additional 3 billion cubic 
feet of sales. I do not think this is possible, and don’t in- 
tend here to identify every Mef of sales that might or might 
not be lost. This is my opinion in round numbers. 


And I can not identify exactly the number of Mef that 
will be lost in each particular instance. I will give you 
what represents my best estimate of what will be lost and 
where I think it will be lost. But that may not turn out 
finally to be the situation. It may be if these rates did 
come into effect—it might be more and might be less in each 
individual instance. I do not think that it is possible to 
identify them as exactly as I think some of you would like to 
have them identified. 
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Quantities that I have referred to are these: In the 
ease of Peoples Gas Light and Coke Company I think the 
loss at a commodity charge of 23.62¢ per Mcf would be 414 
billion cubic feet. If the price is further increased to 24.52¢ 
per Mef J think there would be an additional loss of 800,000 
Mef. That loss would be in a number of smaller plants, 
and I ean give you no detail as to which plants are con- 
cerned, or what their particular fuel might be. They are 
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the customers that are now purchasing gas on the lower 
block of the rate being charged by the Peoples Gas Light 
and Coke Company. 


In the case of Northern Illinois Gas Company, I estimate 
that at a commodity charge of 23.62¢ per Mef, the loss in 
sales would be approximately 414 billion cubic feet, and that 
would be at the Ridgeland and Dixon stations of Common- 
wealth Edison Company. 


In the case of Northern Indiana Public Service Com- 
pany— 

Mr. McGrath: Excuse me, Mr. Holmes. May I inject 
here: You did not give a figure in the event it went to 
24.52¢. 

The Witness: I am sorry. I should have. If the com- 
modity charge were further increased to 24.52¢ per Mef, 
I believe there would be the loss of an additional 1 billion 
cubic feet. 

Mr. McGrath: At Ridgeland and Dixon? 

The Witness: At those same plants. 


Mr. McDugald: That would be Northern Illinois? 
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The Witness: Yes. 


In the case of Northern Indiana Public Service Company, 
if the commodity charge of 23.62¢ per Mef it is my opinion 
there would be a loss in sales of 5% billion cubic feet. That 
would be at the State Line Power Plant of Commonwealth 
Edison of Indiana. If the commodity charge were further 
increased to 24.52¢ per Mecf there would be no further loss 
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because there would be no further sales to the State Line 
Power Plant. 


In the case of Iowa-lIllinois Gas and Electric Company 
it is my opinion that with a commodity charge of 23.62¢ per 
Mef the loss in sales would be approximately 500,000 Mef 
per annum, and this would be at the Riverside power plant. 


If the commodity charge is increased to 24.52¢ per Mef 
it is my opinion there would be a further loss at the River- 
side power plant of an additional 800,000 Mef. 


In the case of Iowa Electric and Power Company it is 
my opinion that at a commodity charge of 23.62¢ per Mef 
that the loss in sales would be approximately 114 billion 
cubic feet, and that this would be principally their sales 
to the Muscatine Municipal Power Plant. 


There would, I believe, also be a loss in load at the—what 
I know as the Alcohol Plant, at Muscatine. There is prob- 
ably a better name for it, but I do not know the full name 
of that plant. 


If the rate as a commodity charge were increased to 
24.52¢ 
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per Mef, it is my opinion that Iowa Electric Light 
and Power would lose an additional 400,000 Mcf per day, 
and that would be at the Alcohol Plant and probably the 
Southwestern Federated Power Cooperative, at Creston, 
Towa. 


Mr. Gaston: What was that last figure, 400,000, Mr. 
Holmes? 


The Witness: 400,000 Mef. 


(783) 
By Mr. Albrecht: 


Q. Do you know, in these instances, the sale price by 
the distribution company to the generating company; that 
is, it is the generating company in most instances? 

A. Most of the larger deliveries that I mentioned are 
to generating companies, yes. Some of the prices that I 
will have to refer to are changing things almost from day 
to day. Principally what I have reference to is the sales 
by Northern Illinois Gas Company to Commonwealth Edi- 
son, where the rate is not stated in cents per Mcf. The 
agreement between Commonwealth Edison and Northern 
lllinois Gas Company is that they shall share equally the 
benefits of natural gas, and the benefits of natural gas are 
spelled out in rather general language to be the difference 
between the incremental costs of coal and the commodity 
charge from the pipeline company. 


Now, one of those elements in that equation changes from 


time to time, and that is the incremental cost of coal, and 
as a consequence it is difficult to state what the cost of gas 
to Commonwealth Edison is as of any particular time. 
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The figures I will give you for that sale are, as near as 
I know, the rates which were effective for the year 1960. 
‘And in the case of the Ridgeland plant the rate received 
by Northern Illinois Gas Company was 2.4¢ per therm, or 
24¢ per million Btu’s. 


Mr. MeDugald: For the record, Mr. Holmes, could you 
state that in cents per Mef in relation to the tariff? 


The Witness: Since our tariff is stated in Mef, of 1,000 
Btu, the rate per Mef on that basis would be the same as 
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that which I gave you earlier as the rate per million Btu’s, 
that is, 24¢ per Mef. 


In the case of the Dixon plant the price would be equiva- 
lent to 24.7¢ per Mef, on the basis of our tariff. 


In the case of Northern Indiana Public Service Company 
at the State Line Power Plant, my information would indi- 
cate that the price for the year 1960 at least was 24.2¢ per 
Mef. 


In the case of Iowa-Illinois Gas and Electric Company 
you have a combination company and what the gas depart- 
ment may charge the electric department is somewhat of a 
bookkeeping figure. The final measure in their situation 
is what they can manufacture electricity for as compared 
with the cost of electricity from the interconnected system. 


The data as furnished by Iowa-Illinois Gas and Electric 
Company in their annual report to the Federal Power Com- 


mission on the cost of their various fuels—it is a part of 
their 
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annual report to the Federal Power Commission—would 
indicate that the average price for the year 1960 was 
27.48¢ per Mef. 


In the case of Iowa Electric Light and Power Company, 
my information is that the municipal power plant at Mus- 
catine is paying a price of 24.8¢ per Mef. 


The Alcohol plant is paying 25.7¢ per Mef. And I believe 
that is the same price as is being paid by Southwestern 
Federated Power Cooperative. 


In the case of the Peoples Gas Light and Coke Company, 
there are a great number of plants involved, and the plants 
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that I believe are subject to loss by reason of an increase 
in the commodity charge are those buying gas under the 
low step of their interruptible boiler fuel rate. And there 
I believe that the cost to the user, including the municipal 
utilities tax, is approximately 26.6¢ per Mef. 

* * * * * 
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Excerpt from testimony of Natural witness C. E. Holmes. 
Cross-Examined by Mr. McGrath. 

A. Joliet plant, according to the reports of Common- 
wealth Edison Company to the Federal Power Commission 
for the year 1960, did indicate an average cost of coal to 
the Joliet Power Plant of 28.02¢, and it happens that that 
is the plant, 

838 
one of the plants, that was lost as an outlet for gas in July 


of 1960. So evidently there was some costs of coal involved 
there that were considerably less than 28¢. 


Presiding Examiner: What was the cost of gas to the 
plant? 


The Witness: The cost of gas to the plant for that same 
period of time, and also from the same source, was 28.24¢. 
But as J indicated yesterday, the contract between Com- 
monwealth Edison and Northern Illinois Gas Company is 
one in which the so-called benefits—and this is defined in 
that contract—of the two fuels, or the benefits of natural 
gas, are to be shared between Commonwealth Edison and 
Northern Illinois Gas Company. 


By Mr. McGrath: 
Q. That is a matter of contract between Commonwealth 
Edison and Northern Illinois Gas Company? 
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A. That is right. 

Q. That service is subject, is it not, to the jurisdiction 
of the Illinois Commerce Commission? 

A. Certainly. 

Q. You mentioned the Ridgeland station. What was the 
1960 coal cost at Ridgeland? 

A. According to my information, the 1960 average cost 
of coal as reported was 29.31¢ per Mef. 

Q. I believe yesterday you told us the gas cost was 
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24.1¢? 

A. That is the figure obtained from the same source. 

Q. So at Ridgeland there is a spread of about 9¢ between 
the average cost of coal and the commodity charge of 
Natural’s system and a—approximately a 5¢ spread be- 
tween the cost of gas, price of gas to the Ridgeland station 
and the average cost of coal? 

A. Only if you rely upon what happened in the year 
1960. Now, something happened in July of last year. Some 
price of coal must have been injected into the picture. 

Q. Well, do you know? 

A. Well, I know we lost about 70 million feet a day of 
natural gas load, just overnight. I know that. 

Q. Do you know of your own knowledge that something 
—what happened at the Ridgeland station? 

A. I do not carry on the negotiations with Common- 
wealth Edison Company. But certainly when our load 
changes 70 millions a day we try to find out what the cause 
of itis. And I don’t call up Commonwealth Edison to ask 
them. I can not. But I do call up Northern Illinois Gas 
Company and I find out from them. And they told me it 
was because of a change in the price of coal, and that the 
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price of coal at that time so offered to the Commonwealth 
Edison was 22.4¢ per Mef, equivalent of natural gas. 


* * * * * 
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Excerpt from direct testimony of staff witness W. H. 
Beidatsch. 

Q. In arriving at an over-all figure of capital costs have 
you taken account of the dollar amount of funds and the 
cost thereof, if any, of capital obtained through the deferral 
of income taxes? 

A. I have taken account of the funds accumulated 
through deferred income taxes at the dollar amount re- 
corded in the Company’s balance sheet as of August 31, 
1961. For purposes of arriving at the over-all fair rate 
of return I 
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have set forth such information on the basis of two 
assumptions: First, that such capital is cost free; sec- 
ond, that the imputed cost of such capital is at the rate 


of 1.50 per cent. 
* * * * * 
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Excerpt from direct testimony of staff witness W. H. 
Beidatsch. 

Q. Have you combined the costs of the various classes 
of capital in an appropriate capital structure to arrive at 
a determination of the overall return to Natural Gas Pipe- 
line Company of America? 

A. Yes. In my opinion the appropriate capital struc- 
ture in this case is the capital structure of Natural Gas 
Pipeline Company of America, 

(End of Page 36) 
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Consolidated, as of August 31, 1961. The classes of capital, 
expressed as percentages of total capitalization, together 
with the respective cost rates, and the resulting return 
components are as follows: 
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Calculated Over-All Return 
% of Total Cost Return 
Capitalization Rate Component 
Aug. 31,’61 % % 
Long Term Debt 3, 4.4 2.4624 
Cumulative Preferred Stock 5.81 4456 
Accumulated Deferred Income (2.92 0.00 .0000 
Taxes (2.92 1.50 0438 


Total Cost of Capital Except 2.9080 2 
Common Stock Equity Capital 2.9518 2 

Stockholders’ Equity 22.70 3.3700 
Over-All Rate of Return (6.2780 2 
(6.3218 2 


It is my opinion that the fair over-all rate of return in 
this case is 6.28% if no cost is attributed to capital obtained 
through the deferral of income taxes; it is 6.32% if a cost of 
1.5% is imputed to such capital. In this determination, as 
I have previously indicated, I have excluded from consid- 
eration the production properties of the Company. 


* Based on the assumption that capital obtained through 
the deferral of income taxes is without cost. 

* A computed cost of 1.5% is assumed for capital obtained 
through deferral of income taxes. 


(1261) 
1260 
Direct testimony of Chicago witness M. W. Van Scoyoc. 
Parts I, II, III and IV. 
Prepared Direct Testimony of Melwood W. Van Scoyoe. 


PART I 

Please state your name. 

Melwood W. Van Scoyoc. 

Where do you reside? 

925—25th Street, Northwest, Washington 7, D. C. 

What is your business? 

I am a member of the firm of Van Scoyoe and 
Wiskup, Public Utility Consultants with offices at 1009 19th 
Street, Northwest, Washington 6, D. C. 

Q. Please outline your educational background. 

A. Iwas graduated from Oregon State College in 1927 
with the degree of Bachelor of Science in Electrical Engi- 
neering. Subsequently I took courses in accounting from 
the Oregon Institute of Technology and the Walton School 
of Commerce. 

Q. What has been your experience in the field of public 
utility regulation? 

A. I have been engaged continuously in public utility 
regulatory matters since my graduation from college with 
the exception of thirty-nine months in World War IT, dur- 
ing which period I served as a captain in the United States 
Army. 

(End of Page 1) 


On June 20, 1927, I entered the employ of the then Public 
Service Commission of Oregon as assistant engineer, which 
position I held until January 1, 1930. 
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From January 1, 1930 until April 1, 1931 I was in the 
employ of the Portland Electric Power Company as assist- 


il 


(1261) 


ant valuation engineer. I returned to the Oregon Com- 
mission staff on April 1, 1931 in the capacity of statistical 
engineer, which position I held until April 1, 1935. 


Upon reorganization of the Commission staff I was ap- 
pointed Utility Auditor and head of the Department of 
Finance and Accounts. On July 1, 1936 I was given the 
title of Chief Accountant. 


In these several positions with the Oregon Commission 
my duties embraced the inventorying and pricing of public 
utility property; audits of property records and other books 
of account; rate and other investigations of utilities; audit- 
ing of annual reports of railroads and utilities; prepara- 
tion of uniform accounting systems, annual report forms, 
and statistical publications; and the making of analyses 
and recommendations to the Commissioner concerning de- 
preciation rates, issuance of securities, mergers, purchases 
and sales of utility property, transactions between affiliates, 
rates of return, annual utility budgets, and other matters. 
IT also acted as trial examiner in a number of cases. During 
the greater period of my employment by the Oregon Com- 
mission my duties involved the supervision of other staff 
members. 


On November 14th, 1938 I entered the employ of the Fed- 
eral Power Commission as assistant chief of the Division 
of Original 

(End of Page 2) 
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Cost. Thereafter I was appointed acting chief of that 
Division, and on July 1, 1939 became its chief. I 
continued in that capacity until entering upon active mili- 
tary duty in June, 1942. The Division of Original Cost was 
charged with the responsibility of verifying the original 
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cost and reclassification studies submitted by approximate- 
ly 300 public utilities and natural gas companies in compli- 
ance with the Commission’s uniform system of accounts. 
The recorded book cost of plant of such companies approxi- 
mated $10 billion. 


Following my return from military service in September, 
1945, I was appointed assistant chief of the Commission’s 
Bureau of Accounts, Finance and Rates, which position I 
held until my resignation on July 23, 1954. In that position 
I exercised general supervisory duties with respect to all 
of the functions of that Bureau, including matters dealing 
with natural gas and electric rates, Certificates of Public 
Convenience and Necessity, accounting and depreciation 
practices, security issues, rates of return and FPC statis- 
tics. The staff of the four operating divisions of the Bu- 
reau was comprised of approximately 250 accountants, engi- 
neers, rate analysts, statisticians, and clerical and steno- 
graphic personnel. 


In addition to these supervisory duties I actively par- 
ticipated in a number of the more important proceedings 
involving rates, Certificates of Public Convenience and 
Necessity, and accounting matters which were before the 
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Commission during this period of approximately nine years. 
(End of Page 3) 


Since my resignation from the Federal Power Commis- 
sion I have been continuously engaged in consulting work 
in the public utility field, chiefly in connection with rate 
proceedings before State Commissions and the Federal 
Power Commission. Our clients have included govern- 
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mental agencies, state regulatory commissions, municipali- 
ties, distribution utilities, industrial customers and trade 
organizations. 

Q. Mr. Van Scoyoe, did you testify before the Federal 
Power Commission and the Oregon Commission as a staff 
member? 

A. Yes, I testified on numerous occasions before the 
Public Utilities Commissioner of Oregon in matters deal- 
ing with rates, security issues, mergers, accounting prac- 
tices, depreciation rates, affiliated company transactions, 
and other matters. While a member of the FPC staff, I 
testified in a number of proceedings before that Commis- 
sion, dealing with rates, original cost and reclassification 
matters, mergers, and accounting practices. I also testi- 
fied before the Securities and Exchange Commission in a 
section 77(b) proceeding, when I was a member of the 
Oregon Commission staff. 

Q. Since the establishment of your consulting practice, 
have you testified in proceedings before the Federal Power 
Commission and state regulatory bodies? 

A. Yes, I have testified before the Arkansas, California, 
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Colorado, Louisiana, Maine, Maryland, Michigan, Missis- 
sippi, North Carolina, Oregon, Rhode Island, Washington 
and West Virginia Commission in Rate and other proceed- 
ings. I have also testified before the Federal Power 


(End of Page 4) 


Commission in about twenty rate and certificate proceed- 


ings. I have also testified before the Canadian Royal Com- 
mission on Energy, the Province of Alberta Public Utility 
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Board, and the Province of Quebec Electricity and Gas 
Board. 

Q. In addition to the cases where you have given testi- 
mony, have you also acted as a consultant in public utility 
matters for clients, which did not involve your giving tes- 
timony? 

A. Yes, sir, our firm has made investigations and has 
represented clients in numerous proceedings before State 
Commissions and the Federal Power Commission involving 
rates and other matters. 

Q. Have your professional qualifications been recog- 
nized by any state? 

A. Yes, I am a registered professional engineer of the 
State of Oregon and of the District of Columbia. 

Q. Are you a member of any technical or professional 
societies or organizations? 

A. Yes, I am a member of the District of Columbia 


Society and the National Society of Professional Engineers, 
and also of the Federal Government Accountants Associa- 
tion. 


(End of Page 5) 
(End of Statement) 
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Prepared Direct Testimony of Melwood W. Van Scoyoc 
PART II 


Q. Will you please direct your attention to the treat- 
ment for cost of service purposes in this case of the depre- 
ciation deductions available for Federal Income Tax pur- 
poses under Section 167 of the Internal Revenue Code. Do 
you subscribe to the treatment proposed by Natural and 
the Staff regarding these deductions? 
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A. No. The allowance for income taxes included by 
Natural in its cost of service studies was computed without 
reference to the savings in income taxes available under 
the provisions of Section 167 of the Revenue Act of 1954. 
Thus the income tax allowance proposed by Natural to be 
covered by rates exceeds the actual tax liability of the 
company. 


The inclusion in the cost of service of an allowance for 
nonexistent income taxes introduces, in my opinion, a false 
quantity into the rate making process and produces exces- 
sive rates. Thus basic regulatory principles are violated. 

Q. To what regulatory principles do you refer? 

A. I refer to the fundamental principles which govern 
the regulation of the rates of public utilities in this country, 
which is that rates should be just and reasonable. This 
means that rates should be so fixed as will yield revenues 
sufficient to cover the cost of operation and provide a fair 
return on the investment or value of property used and 
useful in supplying 
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service to the public. I also refer to the principle that the 
capital requirements of public 


(End of Page 1) 


utilities are to be secured from investors and not from rate- 
payers through the exaction of rates which exceed the cost 
of furnishing the service including a fair return. 

Q. In your previous answer you referred to Section 167 
of the Revenue Act of 1954. Will you describe this provi- 
sion of the Revenue Act? 

A. Section 167 of the Revenue Act of 1954 authorizes 
the use of several alternative methods of computing depre- 
ciation for income tax determination purposes applicable 
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only to property constructed or acquired subsequent to 
January 1, 1954. Prior to the enactment of Section 167, 
the principal depreciation method employed for tax pur- 
poses was the straight-line method. Other methods were 
also authorized, but the burden of proof was on the tax- 
payer to establish that his property depreciated in accord- 
ance with his chosen method. 


The revision of the tax law made it feasible for taxpayers 
to use depreciation methods which provide greater amounts 
of depreciation in the earlier years of property life without 
carrying the burden of proof that such methods are ap- 
plicable to the taxpayer’s particular type of property. Tax- 
payers now have an unrestricted 


(End of Page 2) 
1267 


option to use such methods, provide that certain limitations 
as to amounts allowable are observed. Thus, if either the 
declining balance method or the sum-of-the-years-digits 
method is used in determining the allowable depreciation 
for income tax purposes, the deduction for depreciation will 
be much greater in the earlier years of the property life of 
a given unit than would be the case if straight-line depre- 
ciation were used. 

Q. Would you please explain how the straight-line meth- 
od of depreciation operates? 

A. Under the straight-line depreciation method the cost 
of plant is allocated equally to the time periods of the esti- 
mated useful service life. For example, if an automobile 
costs $2,000 and its useful life is five years and there is no 
salvage value upon retirement, then the cost of the auto- 
mobile would be allocated to expense on the basis of $400 a 
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year, which would translate into a 20 percent annual rate 
of depreciation. 

Q. You referred to the declining balance method of de- 
preciation. Will you please describe that method? 

A. Under the declining balance method the annual de- 
preciation rate is not applied to the gross cost of property 
as under the straight-line method, but to the cost of prop- 
erty less the accumulated depreciation. Under the Revenue 
Code, the initial first year rate can be twice the straight- 
line rate. Taking, again, our example of the automobile 
costing $2,000 and the 5-year life, the first year deprecia- 
tion will be a rate of 
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40 percent or twice the straight-line rate, which would pro- 


(End of Page 3) 


vide an annual depreciation accrual of $800. In the second 
year the 40 percent rate would be applied to the $2,000 less 
the $800, or $1,200. Thus the depreciation accrual would 
be $480. The same procedure would be followed through 
the balance of the five-year life. However, under the de- 
clining balance method the full cost of the plant cannot be 
depreciated, and thus to overcome this difficulty the Rev- 
enue Act permits the transfer from the declining balance 
method to the straight-line remaining life method at any 
time the taxpayer desires to do so. 

Q. Does Natural use the declining balance method in its 
actual tax return? 

A. No, it uses the sum-of-the-years-digits method which 
produces the same genera! pattern of deductions as the 
declining balance method. 
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Q. Will you please describe the sum-of-theyears-digits 
method? 

A. Under the sum-of-the-years-digits method, the depre- 
ciable gross plant balance remains constant but the depre- 
ciation rate declines. Using our above automobile exam- 
ple, the sum-of-the-years-digits of the 5 year life is 15 (5 
plus 4 plus 3 plus 2 plus 1). The first year’s depreciation 
rate is 5/15 or 33.3 percent. The second year’s rate is 
4/15 or 26.7 percent; the third year 3/15 or 20 percent; 
the fourth year 2/15 or 13.3 
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percent; and the last year 1/15 or 6.7 percent. 

Q. Have the declining balance method or the sum-of- 
the-years-digit method ever had any previous application 
in the depreciation of utility property for accounting and 
rate purposes? 


(End of Page +) 


A. Utilities have not used the accelerated method to 
any significant extent for accounting purposes. 

Q. In one of your prior answers you referred to the 
inclusion in the cost of service of an allowance for income 
taxes. What did you mean by that? 

A. It is well recognized that under regulation one of 
the elements of the cost of service to be recovered from 
the customers of a utility is taxes, including taxes on in- 
come. The Supreme Court in the Galveston case, 258 U.S. 
388, pointed out that customers were to provide utilities 
with gross revenues sufficient to pay all the expenses and 
taxes, and that there was no difference between Federal 
and State taxes or between income taxes and other taxes. 
Thus a utility receives its fair return free and clear of all 
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taxes. Customers are specifically required to carry such 
tax burden under the scheme of regulation in this country. 
In substance and equity, the customers of the utility are the 
taxpayers even though the utility files the tax return and 
issues the check to the taxing authority. The utility is 
merely a conduit for the collection 
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of taxes from its customers. 

Q. You have testified that under regulation all taxes, 
including income taxes, are required to be borne by the 
utility’s customers. Is there any fundamental difference 
between the fixing of utility rates under regulation and the 
determination by nonregulated industries of the prices 
which they will charge for their products? 

A. Yes, there is. 

Q. What is the difference? 


(End of Page 5) 


A. The determination or fixing of utility rates is an 
individual company proposition, with the rates being based 
upon the cost of service of the particular utility. Rates 
are not fixed on the basis of competition with other utilities. 
By reason of the development of rates for an individual 
utility which provide it with a fair rate of return, the utility 
is assured recovery through rates of the income tax it pays. 
In other words, it is a cost-plus proposition with constitu- 
tional guarantees against confiscation. 

Q. As I understood your answer, a utility by reason of 
regulation can pass on to its customers increases which it 
experiences in income taxes, is that correct? 

A. Yes. The regulatory body is duty bound to fix rates 
which will return to the utility all of its cost service, in- 
cluding the cost of income taxes and a fair return. 
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Q. Is an industry which is not subject to regulation 
assured the recovery from its customers of increases which 
it experiences in the cost of income taxes? 

A. No, it is not. .A nonregulated enterprise does not 
have the same safeguards against loss nor does it have 
available to it the power of government to impose an in- 
crease in prices upon its customers. Prices of unregulated 
industries are in the main fixed by the forces of competition 
and it may not be possible to increase these prices to re- 
cover any added cost of income taxes, in which event such 
additional cost must be absorbed by the stockholders out 
of their profits. On 
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the other hand, if savings in income taxes are realized, they 
may not necessarily go to increase profits but may have to 
be used to maintain competitive price levels in order to 
remain in business. In other words, these tax savings may 
have to be passed on to the ultimate consumer. They do 
not necessarily result in increased profits, nor are they 
necessarily reinvested in new plant and equipment. 

Q. Mr. Van Scoyoe, I show you Exhibit No. 19 for iden- 
tification entitled, ‘Example Showing Effect of Normali- 
zation for Accelerated Depreciation Under Section 167 of 
the Internal Revenue Code,’’ and ask if this document was 
prepared by you or under your supervision and direction? 

A. Yes, it was. 
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Q. Before you explain the chart and table in this ex- 
hibit, would you state what this exhibit purports to show 
in general? 
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A. This exhibit shows in graph form, based upon a 
simplified example, the effect of the normalization method 
used by Natural in developing its cost of service studies 
upon the three parties involved, namely, the ratepayer, the 
U.S. Treasury, and the utility, Natural. 

Q. Will you explain what is meant when you say the 
“‘normalization method used by Natural’’? 

A. By normalization method I mean Natural’s inclusion 
in its cost of service to be assessed against the ratepayer 
of an amount for Federal income taxes computed with the 
use of a deduction for depreciation on the straight-line 
basis, when in fact Natural has used the sum-of-the-years- 
digits basis in computing its actual tax 


(End of Page 7) 
liability. 
Under this method a Reserve for Accumulated Deferred 
Income Taexs is established to which are credited sums 
equal to the reduction in income taxes realized through the 


use of the deduction for accelerated depreciation under 
Section 167. 


The underlying theory of this method is that over the 
life of each individual unit of property the total deduction 
for tax depreciation under both the straight-line and the 
sum-of-the-years-digits methods will be the same. Con- 
sequently, the 


1273 


total income tax reduction as related to such depreciation 
deduction under both methods will be identical, assuming 
no change in the tax rate during the service life of the 
property unit. 
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On the basis of a single unit of property and assuming 
a constant tax rate, the tax reduction available under the 
declining balance method or the sum-of-the-years-digits 1s 
greater than it is under the straight-line method during 
the earlier years of the property life and smaller in the 
later years. Thus, in such early years more money is 
collected from ratepayers for income taxes than is turned 
over to the Government and in later years less is collected 
than is required to meet the current tax liability. The re- 
serve is drawn upon to make up this difference. However, 
when continuous additions to property are involved, an 
entirely different situation results. Thus reference only 
to the relationships involved with respect to a single unit 
of property does not realistically portray the situation in 
regard te utilities in general and Natural in particular. 


(End of Page 8) 


Q. Why not? 

A. Because Natural and other pipeline companies have 
been in an expanding phase during the past decade and 
give every indication that they will continue to expand in, 
the foreseeable future. When growth occurs the cumula- 
tive effect of a series 
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of additions produces the situation shown by the chart 
in this exhibit. Where growth occurs, a continuous 
reduction also occurs in the income tax liability where 
the declining-balance or sum-of-the-years-digits method 
is used. 

Q. Are you suggesting that Natural will expand at a 
constant annual rate for a long period of years in the 
future? 
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A. No. I would not expect the expansion to take place 
at a constant annual rate. I cannot predict what will hap- 
pen in the distant future. However, the history of Nat- 
ural and of pipelines in general, has been one of more or 
less continuous growth. They are in a growth phase to- 
day. Every factor that can be evaluated today indicates 
further growth. How long the growth will continue ulti- 
mately is, of course, a matter of conjecture. However, 
the income tax liability under the declining balance meth- 
od or sum-of-the-years-digit method will never be less 
than the liability under the straight-line method until such 
time as additions to property cease or are exceeded by 
retirements. Thus until this situation occurs, the amounts 
collected from ratepayers for future income taxes will 
never be used for their intended purpose, 

Q. Will you explain the basis of the example you have 
used for the purpose of this exhibit? 


(End of Page 9) 


A. For this example I have taken a cost unit of $100,- 
000 as representing depreciable property additions. A 
service life 
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of 30 years has been assumed, and it has also been 
assumed that the income tax rate would remain at 
52 percent over this period of time. This example has 
been drawn up on the basis of the use of the declining 
balance method and has been used by me in other cases 
involving the problem of liberalized depreciation. Because 
the patterns and effects of the sum-of-the-years-digit 
method are substantially similar to those of the declining 
balance method, I believe this example is appropriate in 
this case. 
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Q. Will you now explain this chart? 

A. This chart shows the effect of the use of the nor- 
Fnalization method on the three parties involved. The cu- 

ulative dollars that would be collected by the Company 
in excess of those which would have been collected if ac- 
tual taxes were used in the cost of service is represented 
at any point in time by the distance between the zero line 
of the chart and the dashed line. The cumulative dollars 
which the Company will have to pay in income taxes out 
of the total collected from the ratepayers, inasmuch as 
the moneys collected from the ratepayers are considered 
as taxable income is shown for any point in time by the 
distance between the dashed line and the solid line. The 
cumulative dollars retained by the Company for its own 
purposes is represented by the distance between the zero 
line and the solid line. 

Q. Does this chart indicate that under the hypothesis 
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of continuous additions the so-called reserve for future 
income taxes under the normalization 
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method will be reduced by reason of increased future tax 
payments? 

A. No, it does not. On the contrary, it indicates that 
the reserve will never decline under the hypothesis of 
continuous additions. The utility will have continuous use 
of the ratepayer’s money . 

Q. Is there any restriction on the disposition of the 
money which would be collected by Natural under this 
procedure? 
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A. No. Natural is not restricted in the use of the 
money itself; however, the Commission requires a reserve 
to be set up on its books which, while it does not entail 
keeping the money intact, does restrict the use of the 
reserve to its intended purpose. 

Q. Is there any limitation on the earnings from the 
use of the money collected from customers for future in-- 
come taxes? 

A. No, there is no restriction on the earnings arising 
out of the use of the money collected from the customers. 

Q. Will you please turn to the table, page 2 of this; 
exhibit, and explain what is shown thereon? 

A. This table is a tabulation of the statistics used im 
the construction of the chart. 


Column 2 shows the tax deduction for depreciation 
under the 
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declining-balance method which is used in the actual 
tax return. Column 3 shows the deduction which is 
used for the purpose of computing the income tax al- 
lowance to be included in the cost of service. Column 4 
is the difference between the two and, as can be seen, the 
actual deductions exceed the rate-making deductions until 
the year 1983. Thereafter both deductions remain the 
same. 
(End of Page 11) 


Q. Will you explain Column 5? 

A. Column 5 shows the effect of the normalization 
method on the cost of service which forms a basis of the 
level of rates. 

Q. Why do you use 10814 percent of the difference 
shown in Column 4 as the effect on the cost of service 
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when the income tax rate is only 52 percent? 

A. This is due to what is commonly referred to as the 
tax-on-tax phenomenon. When the rates of a regulated 
utility are increased, there must be allowed $1.0814 of 
income taxes for each dollar of additional return or profit 
to be retained by the utility. This same phenomenon oc- 
curs in relation to tax deductions. Whenever you have 
an additional deduction of one dollar for tax purposes, 
you can first lower the rates by 52 cents. However, if the 
gross revenues are lowered by 52 cents, that lowers the 
tax further by 52 percent of the 52 cents, which in turn 
creates lower revenues, and so on. The 
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total of such tax savings for one dollar’s worth of deduc- 
tion will come out to $1081. The converse holds true as 
shown in these examples. Where a utility has a dollar’s 


worth of tax deductions which it uses for purposes of its 
actual tax return, but does not use in determining the tax 
allowance to be included in the cost of service, it inflates 
the cost of service by 10814 percent of such deduction of 
one dollar. 

Q. Does the utility get to keep the 10814 percent of 
the difference between the deductions created by the two 
different methods of depreciation? 

A. No, sir, the entire 10814 percent of course is paid 
in by the ratepayers to the utility. That is shown in col- 
umns 6 and 7 on an annual and cumulative basis, respec- 
tively. However, for income tax purposes this 


(End of Page 12) 


money paid by the ratepayers for nonexistent taxes be- 
comes itself taxable income as far as the Internal Reve- 
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nue Service is concerned. Therefore, the utility must pay 
over to the U.S. Treasury 52 percent of what it collects 
from the ratepayers for future income taxes and those 
amounts are shown in Columns § and 9. 

Q. What do Columns 10 and 11 show? 

A. Columns 10 and 11 show the remaining amount of 
the funds collected from the ratepayers which the utility 
will retain after paying income taxes thereon. As can be 
seen by 
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the figures in these columns, there is a continuous 
growth in the amount of money in the hands of the 
utility which reaches a maximum in the year 1982 of 
$219,762, and remains constant thereafter under the hy- 
pothesis of continuous additions of $100,000 annually. It 


should be pointed out that as shown in the total for Col- 
umn 4, the difference between declining balance deprecia- 
tion and straight-line depreciation is a permanent thing 
and does not come down to zero as it would for a single 
property unit. Likewise, the effect on all parties involved 
in a permanent effect and as can be seen, it stabilizes in 
the year 1983. 

Q. By that answer do you mean that the utility has 
the continuing use of the $219,762 shown at the bottom 
of Columns 10 and 11? 

A. That is correct. As long as the utility continues 
adding property at this same rate, they will have those 
funds available for use and will continue to accrue earn- 
ings from them indefinitely. 

Q. Referring again, Mr. Van Scoyoe, to Section 167 of 
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the Revenue Act, is the tax reduction brought about by 
the use of options available 


(End of Page 13) 


under such section in your opinoin a tax saving or does it 
constitute a deferral of Federal income taxes to the future 
years? 

1280 


A In my opinion, the reduction in taxes achieved 
through the use of this option constitutes a tax saving— 
not a deferment of income taxes to the future. Income 
taxes cannot be deferred to the future for the reason that 
the income tax for a particular year is a tax which is pay- 
able, based upon the income received for that year, at the 
applicable tax rate, and the tax deductions which are 
available to the taxpayer under the Internal Revenue Code 
and Treasury Regulations for the particular year. 

Q. If, as you state, there can be no deferment of in- 
come taxes to a future period, can there be a liability in- 
curred for future income taxes? 

A. No, sir. 

Q. Can a tax liability to the Federal Government be 
created or changed merely by making an entry on the ac- 
counting records of a company with respect to deprecia- 
tion or by setting up a reserve for deferred taxes? 

A. No, sir, there is no liability for income taxes to the 
Federal Government unless and until a taxpayer has tax- 
able income for the tax year. 

Q. Have there been differences in the past in the 
amount of depreciation charged on the books of pipeline 
companies and the amounts for depreciation claimed in 
the income tax returns? 
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A. Yes. In almost every rate case there are differences 
between the amount of depreciation which is deductible for 
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income tax purposes, and the amount for depreciation 
which is accrued on the books, or used in the cost of serv- 
ice for rate purposes. 


(End of Page 14) 


Q. What is responsible for the differences between the 
depreciation claimed on the tax returns of pipeline com- 
panies and the depreciation recorded on their books? 

A. These differences stem from differences in depre- 
ciation rates: differences in depreciation methods; capi- 
talization for accounting purposes of interest during con- 
struction, taxes during construction, administrative and 
general expenses, and other items which are charged to 
expense on the tax return. Also there are differences be- 
tween the depreciation base for tax purposes and the depre- 
ciable property per books because negotiated settlements 
of the depreciable property base for tax purposes may 
have included amounts for acquired properties in excess 
of the original cost of construction and for other reasons. 

Q. If the declining balance method or sum-of-the- 
years-digits method of depreciation were to be used in 
determining the income tax allowance to be included in 
the cost of service, as well as in the allowance for annual 
depreciation expense in the cost of service, and was also 
used in computing the actual tax liability of the utility, 
what would be the effect upon the inflow of cash to the 
pipeline company? 


30 


(1283) 
1282 


A. The flow of cash to the company would be increased 
since the provision for annual depreciation included in the 
cost of service would exceed the annual provision com- 
puted on the straight-line basis. In other words, the capi- 
tal furnished by the investors in the company would be 
returned more rapidly than it would under the straight- 
line method of depreciation. 


(End of Page 15) 


Q. In normal rate making procedure, how would this 
increased provision for depreciation be treated in com- 
puting rates? 

A. Since the balance in the depreciation reserve would 
be deducted in computing the rate base, the customers 
would be given credit for the increased payments for de- 
preciation in the earlier years of the property life under 
the declining balance or sum-of-the-years-digits deprecia- 
tion method. While the rates might well be higher in the 
earlier years of the property life in order to provide for 
the more rapid recovery of the investor’s capital, the 
customers would be given credit for such rapid repayment. 

Q, Under the normalization method used by Natural, 
would the cash available to it for corporate purposes be 
increased? 

A. Yes, it would increase to the extent of the net tax 
saving arising through the use of the sum-of-the-years- 
digits depreciation method for tax purposes. 

Q. Would this increase in available cash be provided by 
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revenues from Natural’s customers? 
A. Yes, that is correct. 
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Q. Does the ‘‘normalization’’ of Federal income taxes 
by Natural provide for the recovery of its invested capital 
at a more rapid rate than is possible under the straight 
line method of depreciation? 

A. No, ‘normalization’? is based upon the premise 
that the depreciation method now used in its accounts co- 
incides with the economic reality of depreciation for Nat- 
ural’s properties. 

Q. Is it a fact that in place of Natural recovering its 
invested capital from ratepayers at a more rapid rate 
without the payment of a tax thereon, it would obtain un- 
der the normalization method additional capital from con- 
sumers through rates? 


(End of Page 16) 


A. Yes, that is the true effect of using the normaliza- 
tion method. 

Q. Under the ‘‘normalization”’ theory is the Reserve 
for Accumulated Deferred Income Taxes intended to make 
possible the equalization of income taxes over the life of a 
particular property unit? 

A. That is the theory. However, the reserve actually 
provides for equalization if only one factor which affects 
the income tax allowance, that is, depreciation. It does not 
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provide equalization for other factors which materially 
affect the income tax allowance over the life of the prop- 
erty. 

Q. What are these other factors? 

A. Two of these other factors are the decline in the 
rate base due to the deduction of accrued depreciation 
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and the retirement of debt through the operation of sink- 
ing funds or by periodic bond redemptions. The effect of 
the decline in the rate base is to decrease the income tax 
year-by-year over the life of the property and the effect 
of the reduction in the debt is to increase the amount of 
income taxes. Thus to equalize income taxes completely 
over the life of a particular piece of utility property, 
would necessitate the assumption of an average debt ratio 
and a constant rate of interest on the debt, the assumption 
of an average annual amount for tax depreciation, and the 
assumption of a constant tax rate. 

Q. Ishow you a copy of Exhibit No. 20 entitled ‘‘Effect 
of Tax Deduction for Accelerated Depreciation, Interest 
and Annual Depreciation on Annual Investment Cost to 
Ratepayer based on Continuous <Additions.’? Was this 
exhibit prepared by you or under your supervision and 
direction? 


(End of page 17) 


A. Yes, it was. 

Q. Will you please describe the exhibit? 

A. The exhibit consists of a chart and a table of cal- 
culations from which the chart was prepared. The chart 
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entitled ‘‘Annual Investment Cost Per Unit of Service on 
Continuous Additions of $100,000 Annually’? shows the 
effect on the ratepayer of the annual investment cost per 
unit of service of the use and non-use of accelerated de- 
preciation. As will be noted from the chart, the assump- 
tions used are listed thereon and these parallel assump- 
tions are used with respect to the preceding exhibit. A 
further assumption was made that the investment of $100,- 
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000 would provide 200,000 units of service. As I men- 
tioned before, I believe this example is appropriate in 
this case even though it utilizes the declining balance meth- 
od instead of the sum-of-the-years-digit method because 
both methods produce substantially the same results. 

Q. What do you mean by ‘‘unit of service”? as you 
have used it in your testimony? 

A. <A unit of service for the purpose of this exhibit is 
assumed to be an Mef of gas. 

Q. Will you proceed with your explanation? 

-\. The solid line at the top of the chart shows that the 
unit investment cost of service declines at a constant an- 
nual rate from 6.44 cents per unit to 4.32 cents per unit 
at the end of the 30-year period, when accelerated depre- 
ciation is not used for tax purposes or when income taxes 
are ‘‘normalized.’’? The lower dashed line shows the effect 


(End of Page 18) 


on the unit of investment cost to the ratepayer of using 
actual 
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taxes based on the declining balance method of de- 
preciation. The unit investment cost in the first year is 
4.40 cents and in the last year, 4.32 cents. The high point 
is 4.68 cents, which occurs in the 13th year. After the 
30th year the unit investment cost under both methods is 
constant at 4.32 cents. 

Q. Will you please turn to the table and explain what 
is there set forth? 

A. The table which follows the chart sets forth the 
calculations from which the plot points for the chart were 
taken. Columns 2, 3, and 4 are used to derive the net in- 
vestment at the end of each year based upon the assump- 
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tion of annual gross additions of $100,000. The annual 
depreciation accrued is based upon a 30-year life with es- 
timated salvage per unit of $12,608. 


The return amounts shown in column 5 are based upon 
the application of the 6 percent rate to the net investment 
in column 4. Annual interest in column 6 is computed at 
the rate of 4 percent on 50 percent of the gross investment 
at the end of the year. The taxable income shown in col- 
umn 7 is the difference between the return in column 5 
and the annual interest in column 6. The tax cost to the 
ratepayer is set forth in column No. 8 and is derived by 
multiplying the figures in column No. 7 by 10814 percent. 


In column 9 is shown the investment cost to the rate- 
payer. These amounts are the summation of amounts in 
column 2, annual 
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depreciation; column 5, return: and column 8, in- 
come tax. The investment cost in column 10 per unit 
results from dividing the amounts in column 9 by the 
number of units in service each year. For example, in 
1958 the number of units would be one million. 


(End of Page 19) 


The tax effect of accelerated depreciation is shown in 
column 11. These figures were derived by taking the dif- 
ference between straight-line and declining balance de- 
preciation for each and multiplying it by 10814 percent. 
For example, in 1954 the declining balance depreciation on 
the $100,000 of gross addition is $6,670. Deducting the 
straight-line depreciation amount of $2,913 shown in col- 
umn 2, results in a difference of $3,757. Multiplying that 
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sum by 10814 percent gives an amount of $4,070, which is 
shown in column 11. 


After deducting the amounts in column 11 from the 
amounts in column 8, there is obtained the income tax 
amounts shown in column 12. The annual investment cost 
in column 13 is derived by deducting the amounts in col- 
umn 11 from the amounts in column 9. The unit costs in 
column 14 were computed in the same manner as described 
with respect to the amounts in column 10, 

Q. Referring again to the chart in this exhibit, Mr. 
Van Scoyoe, what do you consider to be its significance in 
connection with the issue of ‘“‘normalized’’ taxes’? versus 
actual taxes? 

A. In the first place, I believe that this chart clearly 
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demonstrates that, where accelerated depreciation is used, 
the effect of using actual taxes in the cost of service 
throughout the service life of the property serves to level 
out the annual investment cost to the ratepayers rather 
than distort it. I do not urge that such leveling-out is nec- 
essary to avoid discrimination between present and future 
ratepayers because I do not believe any discrimination can 
possibly 
(End of Page 20) 


exist if consumers pay rates based upon actual taxes. The 
exhibit has been presented solely to answer the criticisms 
which have been directed against the use of actual taxes 
in the cost of service because of alleged discrimination 
against future ratepayers. 


Secondly, I believe the chart shows that permanent sav- 
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ings in the cost of utility service will be realized if actual 
taxes are used rather than the ‘‘normalization’’ approach 
when we deal with a usual situation of continuous addi- 
tions. Based on the assumptions set forth on the chart, 
the savings in the cost of service over the 30-year 
life of the property is $457,833. This is the difference be- 
tween the totals of the dollar amounts in column 9 and 
13 for the 30 year period. Such saving amounts to ap- 
proximately 10 percent of the total annual investment cost 
for the period, 

Q. Returning to this matter of discrimination, Mr. 
Van Scoyoec, if we assume that income taxes were not 
‘‘normalized,’’ 
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but that actual taxes based upon the use of acceler- 
ated depreciation were used in setting rates, would 
there be discrimination as between customers taking serv- 
ice in the earlier vears of the life of the property and 
those taking service in the later years because of the vari- 
ance in income taxes produced by the accelerated depre- 
ciation methods? 

A. Not in my opinion. There can be no discrimination 
if the costs and revenues for the particular year of service 
are properly utilized in setting rates. As I previously 
pointed out, the annual depreciation accruals are deducted 
in determining the rate hase with the result that the re- 
turn and income taxes, two usually large elements in the 
cost 


(End of Page 21) 


of service, decline year by year for each single unit of 
property, yet the customer may be receiving the same 
quantity of service over the years. 
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It would be possible to ‘‘iron out’’ or equalize the effect 
of this year-by-year decline in the cost of service by us- 
ing an average ratebase for each unit of property or 50 
percent of the gross plant cost for the entire period. Such 
a proposal would be illogical and unsound and if placed in 
effect would bring financial ruin to the utility. However, 
such a proposal is no more illogical or specious than the 
proposal to take one item in the cost of service—income 
taxes—and attempt to partially equalize or ‘‘normalize’’ 
it over a long 
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period of years on the grounds that otherwise the customers 
of the utility taking service in the later years of the prop- 
erty life will be discriminated against. 

Q. What would happen under the ‘normalization’? 
proposal if income tax rates change in the future from 
the current 52 percent rate? 

A. Either the utility or the consumer would obtain a 
windfall. If tax rates go up the utility would not have 
collected sufficient money through rates. If they go down, 
the consumers would have paid too much in rates to cover 
the utility’s purported income tax liability. 

Q. If rates were based upon the actual tax liability 
and tax rates go up or down in a particular year, what 
happens? 

A. Consumers will be charged for the actual tax li- 
ability of the company, based upon the tax rate effective 
in that year, the income earned before taxes, and the de- 
ductions available to the utility. It does 


(End of Page 22 


not matter that in some years the tax rate be higher or 
lower in other years, or that the available tax deductions 
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be greater or smaller. No injustice will be done nor will 
discrimination be imposed upon present or future con- 
sumers by basing rates upon the actual cost of income 
taxes. 

Q. Based on your long experience in the regulatory 


field, do you think it practical to attempt to ‘‘normalize’” 
Federal 
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income taxes? 

A. Aside from the impropriety of requiring consumers 
to make capital contributions to the utility under ‘‘nor- 
malization’’ proposals, I believe that such ‘‘normaliza- 
tion’’ is impractical and illusory. First of all there is an 
ever-changing relationship between revenues, costs of op- 
eration and the plant of a company which is growing. 
Regulation, even if it is efficient and effective, cannot pos- 
sibly result in the maintenance of constant relationships 
between these three elements, so as to provide the precise 
rate of return to which the utility would be entitled. Man- 
agement cannot hope to earn the precise fair rate of re- 
turn each year. It always hopes to earn more, but may 
in some years have to be satisfied with less. It is only 
when the rate of return becomes either too high or too 
low by some substantial margin that it becomes practical 
to change rates so as to bring the rate of return again to 
the desired level. 

Q. If an allowance were made for normalized income 
taxes, as proposed by Natural in its cost of service, would 
it receive compensation over and above the fair return 
allowance? 

A. Yes, it would, because the cost of service would 
contain an allowance for normalized taxes which is in 
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excess of the actual tax liability of the Company by an 
amount equal to the tax saving on the difference 


(End of Page 23) 
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between straight-line and accelerated method depreciation. 

Q. Have you prepared an exhibit to illustrate how such 
additional compensation would be obtained? 

A. Yes, it is Exhibit No. 21, for identification entitled 
“‘Comparison of Results of Alternate Treatments of Ac- 
celerated Depreciation.’’ 

Q. Was this exhibit prepared by you or under your 
supervision? 

A. Yes, it was. 

Q. Will you please explain the exhibit? 

A. The exhibit reflects a comparison of the rates of 
return which would be earned by a utility such as Natural 
based upon certain assumptions as to revenues, expenses, 
and rate base under three different methods of dealing 
with the available deductions for accelerated depreciation. 
While the figures used in the exhibit are hypothetical, they 
show the changes in the relationship between revenues, 
operating expenses, and return as between the various al- 
ternative treatments. The top half of the exhibit reflects 
a determination of the rate of return earned, while the 
related income tax calculations are set forth on the bottom 
half of the exhibit. 

Q. What are the principal assumptions you made in 
preparing the exhibit? 

A. The basic assumptions were a rate base of $365 
million, a 6 percent rate of return, revenues of $140,000,- 
000, revenue 
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deductions equal to $100,000,000, interest on debt of 
$10,000,000, difference between straight-line and sum-of- 
the-year-digits depreciation of $8,000,000 and a 52 percent 
tax rate. 

Q. What do the figures in column 2 represent? 

A. These figures represent the situation where the op- 
tion to use accelerated depreciation for tax purposes is 
ignored or rejected. The computed 
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Federal income tax $15,600,000, shown on lines 8 and 18, 
is based upon the application of the 52 percent tax rate 
to the operating income, less interest of $30,000,000, shown 
on line 17 in column 2. The amount for operating reve- 
nues of $140,000,000 equals the sum of the revenue deduc- 
tion of $100,000,000, the Federal income tax of $15,600,000 
and the return of $24,400,000. 

Q. Please explain the figures in column 3. 

A. The figures in column 3 are based upon the use of 
accelerated depreciation for income tax purposes but us- 
ing the normalized income tax method which Natural has 
used in its cost of service. As will be noted on line 16, 
there is reflected an additional tax deduction of $8,000,000, 
this being the difference between straight-line and accel- 
erated depreciation. This tax deduction reduces the actual 
income tax liability of the utility from $15,600,000 to $11,- 
440,000, a saving of $4,160,000. Under the normalized tax 
method proposed by Natural, 
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the amount of $4,200,000 would be included in the 
cost of service as an allowance for deferred Federal 
income taxes. Thus, the cost of service would be 
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inflated by a fictitious amount equal to the tax re- 
duction and the corresponding revenue requirement 
on the basis of this example would be $140,000,000. 
However, since the actual tax liability would be $11,440,- 
000, the additional $4,160,000 becomes additional return. 
Merely because such amount is offset by an entry to a re- 
serve account for deferred Federal income taxes does not 
change its character as additional return dollars. Based 
on the illustrative figures used, the additional return of 
$4,160,000 amounts to 1.02 percent on the rate base of 
$406,667,000 and thus the total rate of return is 7.02 per- 
cent. 
(End of Page 25) 


The related income tax of 10814 percent which must be 
paid on the additional return of $4,160,000 is $4,506,666 
and is included within the income tax item of $11,440,000 


on lines 8 and 18, column 3. 

Q. What do the figures in column 4 represent? 

A. The significant difference between this column and 
the two preceding columns is that the savings in income 
taxes resulting from the additional deductions under Sec- 
tion 167 is reflected in the revenue requirement of the utili- 
ty, with the result that it is possible to reduce such re- 
quirement by $8,666,666, yet leaving the utility with a re- 
turn at the 
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6 percent rate. That amount is the difference between the 
income tax under column 2, lines 8 and 18, and the income 
tax in column 4, on the same lines. 

Q. Mr. Van Scoyoe, in addition to the fair rate of re- 
turn, are there any extra profits which a pipeline com- 
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pany may legitimately expect to secure for its stock- 
holders? 

A. Not from the regulated business. The fair return 
is recognized as the sole reward to the investors for the 
engagement of their capital in the enterprise. 

Q. Are you familiar with the claim that the use of an 
accelerated depreciation option for tax purposes and 
straight-line depreciation on the books, results in the bor- 
rowing of government funds at no interest cost, and con- 
stitutes the creation of a liability therefore which must 
be recorded in the books of account? 

A. Yes, Iam. 

Q. What is your comment on such claims? 


(End of Page 26) 


A. I have already testified that a tax liability cannot 
be created or changed merely by making an entry on the 


books with respect to depreciation. If that be true, and 
I believe there is universal agreement on that point from 
accountants and tax experts, it is impossible by using 
straight-line depreciation or any other kind of deprecia- 
tion for book purposes, to create or affect in any way the 
income tax liability 
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to the Federal Government. Yet the purported deferred 
tax liability is based upon a difference between book de- 
preciation and tax depreciation. The larger the difference, 
the greater the liability. 


It is also maintained that no liability to the Federal 
Government exists nor has any ‘‘interest free’’ loan been 
received when accelerated depreciation is used both for 
tax and book purposes. If that were the case, then all 
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taxpayers recording both book and tax depreciation on 
an accelerated basis would be denying themselves the bene- 
fits of Section 167. This, of course, would be a fantastic 
and absurd result. But such a result must logically follow 
from the popular misconception that the use of straight- 
line depreciation for book purposes and accelerated de- 
preciation for tax purpose, results in the creation of a 
liability to the Federal Government for future income 
taxes. Perhaps the delusive character of such misconcep- 
tion can be exposed by presenting the other side of the 
coin. Assume that someone would be so foolish as to use 
sinking fund depreciation for Federal income tax pur- 
poses so that in the earlier years much less depreciation 
would be taken for tax purposes than in the later years, 


(End of Page 27) 


and that straight-line depreciation would be used on the 
books. Under such circumstances, I seriously doubt that 
anyone would contend that 52 percent of the difference be- 
tween straight-line 
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depreciation and sinking fund depreciation should be re- 
corded on the books as an asset representing a receivable 
from the U.S. Treasury, or to acknowledge the existence 
of a loan to the United States Government. 

A. If under the ‘‘normalization’’ scheme the reserve 
for deferred income taxes does not represent a liability 
to the Federal Government, what does it represent? 

A. The reserve is nothing more or less than an equali- 
zation reserve for Federal income taxes. As I testified 
previously, it is only a partial equalization since factors 
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which materially affect income taxes other than deprecia- 
tion deductions are ignored. 

Q. Why is the reserve not called an equalization re- 
serve? 

A. Because reserves to equalize income are not looked 
upon with favor by the accounting profession. There is 
a general rule against the use of any practice that leads 
to equalization. Thus the use of a fiction that the reserve 
represents a liability to the Federal Government, avoids 
having to confess that the Reserve for Deferred Taxes 
is in reality an income equalization reserve. 

Q. One of the reasons given in justification of ‘‘nor- 
malization’’ is that Congress may or is likely to repeal 
or modify Section 167, and that therefore it is necessary 
to collect from the consumers today an amount for taxes 
which ‘‘may become 
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due’’ shortly if Section 167 is repealed. What is your view 
as to this reason? 


(End of Page 28) 


A. I believe it would be wrong in principle in fixing 
present just and reasonable rates to speculate on what 
Congress might do or might not do in the future as to 
changes in our tax law. 


It is contrary to sound principles of regulation to specu- 
late into the distant future as to what the cost of doing 
business will be. Yet the ‘‘normalization’’ scheme re- 
quires charges against today’s consumers for future tax 
costs which it is assumed will prevail in the far distant 
future. The very fact that the tax laws have changed in 
the past and the probability of changes in the future is 
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in reality a sound argument for the use of actual taxes. 
-\ctual taxes have been consistently allowed in rate de- 
terminations regardless of changes in the tax laws and 
they can be allowed in the future likewise. There is no 
justification for consumers to pay now for future taxes 
on the theory that the law might be changed. 

Q. If ‘‘normalization” is not permitted, is there any 
doubt in your mind that the higher income taxes, which 
it is said will occur in the future, can be collected from 
future rate payers? 

A. In the first place, the higher income taxes to which 
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you refer can only occur some time after additions to 
plant cease or when additions subject to accelerated de- 
preciation are retired and not replaced. In view of the 
growth of the natural gas pipelines which has been thus 


far experienced in this country and which is expected to 
continue indefinitely in the future at a greater or lesser 
rate, it cannot reasonably be expected that the required 
condition could exist for many, many years in the future. 
However, assuming that this situation 
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happened, I think it wholly without justification to sug- 
gest that a regulatory agency such as this Commission 
would refuse to recognize the actual tax cost in fixing 
rates. This is so because income taxes are in the same 
category as other operating costs such as wages and sup- 
plies. The regulatory agency must grant to the regulated 
company such rates as will recover all of its operating 
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costs and a fair return. This is the normal rate-making 
process. Even if the Commission were inclined to frus- 
trate this process it would run afoul of Constitutional re- 
quirements. 

Q. It has also been said that ‘‘normalization’’ will as- 
sist pipeline companies in the financing of their require- 
ments for expansion. Do you agree? 

A. Yes, if customers through rates furnish funds which 
can be used for capital additions, then of course the utility 
needs to raise less funds on the capital markets. That 
would certainly assist in financing of expansion. How- 
ever, to charge rates for the purpose of raising capital 
funds, is as I have previously testified, contrary to funda- 
mental regulatory principles. 

Q. I should now like to direct your attention to the 
treatment by the Staff in its cost of service Exhibit No. 
9, of the deduction under Section 167, to which, as I un- 
derstand it, vou take exception. Is that correct? 

A. Yes. The Staff’s treatment in Exhibit No. 9 of the 
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deductions available to Natura] under Section 167 paral- 
lels the treatment given them by Natural. I understand 
that the Staff treatment results from 


(End of Page 30) 


the precedent established by the Commission in Opinion 
No. 326. However, such treatment also involves in de- 
termining the fair rate of return the allowance of a rate 
of return of 1.5% on the amount of accumulated deferred 
Federal income taxes. The rate of 1.5% is based upon 
Commission Opinion No. 342. 
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Q. Will you explain your reason for taking exception 
to the Staff treatment of this item? 

A. The reasons which I have previously given with 
respect to Natural’s treatment of the Section 167 deduc- 
tions apply also to the treatment proposed by the Staff. 
The difference between the two is that Natural under the 
Staff treatment would secure a return of only 1.5% on 
the capital contributed by its customers in place of the full 
fair return. The difference is simply one of degree in 
the amount of additional return or profit which would be 
allowed under the ‘‘normalization’? method adopted by 
the Commission. 

Q. Are you aware that the Commission in Opinion 
No. 342 fixed the return on the accumulated deferred Fed- 
eral income taxes at 1.5% as an incentive to induce the 
pipeline company to elect to use Section 167 in computing 
its Federal income taxes? 
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A. Yes. However, I do not believe that incentives in 
the form of higher rates are desirable or required to in- 
duce a utility to take advantage of all possible savings 
in its cost of doing business. This would be contrary to 
fundamental regulatory principles. 

Q. Will you explain? 

A. A regulated utility such as Natural is a public trust. 
It exercises 


(End of Page 31) 


extraordinary rights and oceupies a privileged and shel- 
tered position in our economy. It is under a solemn obli- 
gation to render the best possible service at the lowest 
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reasonable cost. It must take advantage of all means of 
cost savings, such as purchasing its materials and sup- 
plies at the lowest reasonable cost, bargaining with unions 
representing its employees, devising its operations in the 
most economical manner and taking advantage of avail- 
able tax savings. In my opinion a utility is under obliga- 
tion to utilize and take advantage of all reductions in its 
cost of doing business for the benefit of its ratepayers. 
If a utility refuses to secure the tax savings available 
under Section 167, in the filing of its actual tax returns, 
then I believe the regulatory commission should set the 
utility’s rates as if in fact the utility had availed itself 
of such tax savings. Unless that is done the prescribed 
rates would not in my opinion be just and reasonable. 
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Q. Mr. Van Scoyoe, will you briefly summarize your 
position in regard to the ‘‘normalization’’ proposal in- 
cluded in Natural’s cost of service? 

A. My position in regard to the tax deductions arising 
out of the use of accelerated depreciation is simply that 
in computing the income tax allowance in the cost of serv- 
ice to be assessed against the ratepayers of Natural, such 
accelerated depreciation deductions should be used. Like- 
wise, such deductions should be used in computing the tax 
liability to the Federal Government. Thus Natural would 
collect in rates currently the amount of tax dollars neces- 
sary to pay its current income taxes. Complete equity is 
achieved by using actual taxes in setting rates. All three 
parties involved, the ratepayer, 


(End of Page 32) 
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Natural and the Federal Government, are even as of the 
end of each year. There is no necessity for so-called “‘de- 
ferred’’ income tax accounting. 

Q. How will Natural obtain the benefits provided by 
Section 167 of the Revenue Act if through the regulatory 
process its rates are fixed on the basis of the actual taxes 
which it pays to the U.S. Treasury? 

A. First of all, it has received all of the benefits to 
which it is entitled when it took advantage of all of the 
deductions permitted under the Revenue Act. Moreover, 
the so-called intent of Congress to liberalize the deduc- 
tion for depreciation and to relieve the taxpayer of the 
burden of proof is fully met when the utility computes 
and pays its income tax based on the use of one of the 
liberalized depreciation methods. 

Q. What are the accumulated amounts in the reserve 
for deferred income taxes on the books of Natural (in- 
cluding the predecessor Peoples Gulf Coast) as of the 
end of each year since 1956? 

A. The amount at the end of each year as shown by the 
FPC statistics are as follows: 

1956 $ 587,628 
1957 1,184,738 
1958 2,638,360 
1959 5,909,511 
1960 8,326,511 
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Q. Are the amounts of available accelerated deprecia- 
tion tax deductions substantial as related to the adjusted 
test period in this case? 
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A. Yes, for the year 1960, as adjusted for plant addi- 
tions and other items, the excess of accelerated deprecia- 
tion over-straight-line 


(End of Page 33) 


depreciation for tax purposes is $8,124,909 as shown in 
the Staff’s Cost of Service Exhibit, Schedule No. 11. 

Q. Does the Company’s cost of service ignore this $8,- 
124,909 in tax deductions? 

A. Yes, it does. 

Q. If the principle of actual taxes were used in the 
Company’s cost of service as you advocate what would 
be the effect on the ratepayer of utilizing this $8,124,909 
in available tax deductions in computing income taxes for 
cost of service purposes? 

A. It would result in lowering the cost of service by 
10814 percent of $8,124,909 or $8,801,982, assuming the 
use of a 52 percent tax rate. Since there is only a negli- 
gible amount of non-jurisdictional sales on the Natural 
system, practically all of this $8,801,982 would serve to 
reduce the rates of the resale jurisdictional customers. 


(End of Page 34) 
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Direct Testimony of Melwood W. Van Scoyoe. 
PART III 


Q. Are you familiar with Natural’s contention in this 
case that it should be allowed a field price or commodity 
value for its own produced gas instead of cost plus a fair 
return? 


51 


(1306) 


A. Yes, I am familiar with its contentions here and 
also similar contentions made in prior rate cases of 
Natural. 

Q. Are you familiar with the various ‘‘rate base, cost 
of service methods’? for company owned produced gas 
shown on page 1 of Natural’s Exhibit 4 wherein alterna- 
tive treatments of exploration expenses, tax savings from 
“*statutory tax benefits’? and rate of return were tabu- 
lated? 

A. Yes, I am. 

Q. During the course of your experience in the field of 
public utility regulation what study have you given to the 
use of the ‘‘commodity value”’ or ‘‘field price’” method of 
regulation for gas which is produced by pipeline com- 
panies? 

A. A great deal. My interest in this question goes back 
to the early rate cases of the Federal Power Commission 


prior to the war, although I was not directly concerned in 
the trial of such cases. I had a more direct interest in the 
Natural Gas Investigation conducted by the Federal 
Power Commission, known as the G-580 investigation 
which commenced in 1945 and concluded in the latter part 
of 1947 where the mat 
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ter was considered. At about the same time, legislative 
efforts were being made to 
(End of Page 1) 


amend the Natural Gas Act so as to compel the use of the 
‘‘field price’? method. I was directly involved in that con- 
troversy as a member of the Federal Power Commission 
Staff and made a number of economic analyses and sta- 
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tistical compilations dealing with the subject. Later in 
connection with the Kerr bill in the 81st Congress, to ex- 
empt independent gas producers from Federal regulation, 
I made further studies of this question as a member of the 
Staff. I actively participated in the rate cases before the 
Federal Power Commission where this issue was pre- 
sented, such as the Pittsburgh and West Virginia and 
Kentucky-West Virginia Gas Company cases, and also 
the Panhandle Eastern and El Paso Natural Gas Com- 
pany cases. Since leaving the Commission, this matter has 
oceupied a good share of my time and attention in con- 
nection with several rate cases before the Federal Power 
Commission and in one ease before the Arkansas Public 
Service Commission where the use of the ‘‘field price’’ 
method was involved. 


After the ‘‘area price’’ concept of regulation for inde- 
pendent producers was advanced hefore the Federal Pow- 


er Commission, I examined the relationship of this concept 
to the regulation of pipelines owning reserves. 

Q. Have you made a detailed study of the evidence pre- 
sented by Natural in this case in support of the claim 
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advanced by Natural that it should be allowed to recover 
through rates the so-called ‘‘commodity value’’ of the gas 
it produces? 

A. Yes, I have. 

Q. What is the basis of this method? 

A. The so-called ‘‘commodity value’’ or ‘‘field price’’ 
method is based 


(End of Page 2) 
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on the assumption that the utility should receive for the 
gas which it produces from its own leases the value of 
such gas as a commodity. As the measure of the ‘‘com- 
modity value’’ of its gas, Natural has presented eight al- 
ternatives resulting in valuations ranging from 8.25¢ per 
Mef to 17.00¢ per Mef, as per Exhibit 4, page 1. 

Q. What are the mechanics of the method? 

A. The method involves the elimination from the rate 
base of all properties used and useful in the production of 
natural gas and the like elimination from operating ex- 
penses, depreciation, depletion, and taxes, of all costs as- 
signable or allocable to production. In lieu of all such 
production casts, a fictitious cost purporting to represent 
the so-called ‘‘field price’? or ““commodity value’’ of the 
gas produced is included in the cost of service. 

Q. What amounts are claimed in this proceeding by 
Natural and included in the cost of Service with respect to 
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the gas produced from its own wells and leases? 


A. The amounts claimed range from $4,017,761 to $8,- 
279,022, but it is my understanding that Natural would be 
satisfied with the $4,017,761 for the purposes of this case. 

Q. What value in cents per Mcf was attributed to the 
produced gas and to what volume was this value applied? 

A. According to Exhibit 4, the amount of $4,017,761 
claimed is computed by valuing at 8.25¢ per Mef Natural’s 
test year production in the Panhandle field of 48,700,128 
Mef at 14.65 p.s.ia. 


(End of Page 3) 
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Q. In your opinion, is this amount of $4,017,761 prop- 
erly includable in the cost of service of Natural to be re- 
covered in rates.? 

A, No, it is not. 

Q. What is the basis of your opinion? 

A. The amount does not represent a cost incurred by 
the company. It constitutes a write-up of the company’s 
actual operating expenses. By the use of this method, 
Natural would secure large additional profits over and 
above a fair return on the Company’s actual legitimate 
investment in gas plant. 


The total return thus secured is totally unrelated to 
Natural’s financial needs, ie., the capital cost of its 
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business, the maintenance of its credit and the assurance 
of confidence in its financial integrity. The amount of re- 
turn obtained by this method is pure happenstance. It 
depends upon the difference between Natural's production 
costs and whatever price of the eight alternative bases 
shown on page 1 of Exhibit 4 may be selected or any other 
basis that may be used to set a commodity value. 


The total return carned does not show up in the rate 
of return or in the amount of return claimed as necessary 
to meet the traditional test of a fair return under the 
decisions of our courts. 

Q. Mr. Van Scoyoe, what incentive is responsible for 
the investment of capital in public utility enterprises? 

A. The opportunity to make a profit. 

Q. Is this opportunity to make a profit a limited one? 

A. Yes. There are but few public utility enterprises 
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which are not subject to regulation of their profits by 
governmental 


(End of Page 4) 
authority. 


Q. Is the profit, which you mentioned, generally re- 
ferred to as the return allowed by regulatory authorities? 

A. Yes, that is correct. 

Q. Is there any other compensation or reward which a 
public utility enterprise has a right to expect in the way of 


1311 


financial remuneration other than the return allowed by 
the regulatory authority? 

A. No, there is none. The rate of return which is 
allowed is recognized as the reward to the investors for 
the engagement of their capital in the enterprise. It should 


be sufficient to attract new capital to the enterprise, if, as 
and when required, and to compensate in a fair and rea- 
sonable manner the investors who have already invested 
their capital. 

Q. Are there any extra allowances, side allowances or 
backdoor profits in addition to a fair rate of return which 
the utility may legitimately expect to secure for its stock- 
holders? 

A. No, there are not. Efforts have been made from 
time to time to obtain special allowances through engincer- 
ing fees, management fees and other affiliated company 
profits, claims for value of good will, going-concern value, 
and other similar devices, but such efforts have been re- 
buked by an aroused public opinion and the state and 
Federal regulatory agencies. The present effort of regu- 
lated utility companies to secure the ‘‘commodity value”’ 


56 


(1312) 


of the gas they produce is another effort to secure extra 
profits without their being reflected in the allowed return. 

Q. Does the ‘‘commodity valuc’’ method take into con- 
sideration the level of profits earned from fixing rates on 
this basis? 
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(End of Page 5) 


A. No, it does not. As I previously testified, under this 
method the profits received from valuing the company’s 
production on the ‘‘commodity value’’ method are not given 
any consideration whatsoever. 

Q. Have you prepared an exhibit which shows the actual! 
profits or return which Natural would receive based upon 
its claimed cost of service utilizing a commodity value of 
8.25¢ per Mef in relation to its total investment in utility 
operations? 

A. Yes, I have. 

Q. Will you please explain the exhibit? 

A. This exhibit is entitled ‘‘Actual Rate of Return 
Which Would be Earned on Investment in Total Utility 
Properties Based on Company Claimed Cost of Service 
Including Commodity Value of 8.25¢ per Mef.’’ It shows 
that if Natural were permitted to recover in rates the 
total amount which it claims on the basis of 8.25¢ per 
Mef for produced gas. Natural would actually earn a rate 
of return of 7.18% instead of the 634% reflected by Col. 2, 
Page 1, Exhibit No. 4. 

Q. Please explain how you obtained the rate of return 
of 7.18%. 

A. The total cost of service claimed by Natural in 
Exhibit No. 4 is $142,426,264. Deducting from this amount 


57 


(1313) 
1313 


the total cost of service of $139,115,682 based upon a 
634% return results in additional revenues of $3,310,582. 
52% of this amount must be deducted as additional Federal 
income tax. State income taxes at 1.3% of Federal income 
tax is also deducted. This results in additional return of 
$1,566,699. Adding this amount to the return at 6349 re- 
sults in a rate of return of 7.18% based on the company’s 
rate base. 
(End of Page 6) 


Q. In computing the 7.18% rate of return, did you ac- 
cept for that purpose all of Natural’s cost of service 
figures? 

A. Yes, I did. 

Q. By so doing, did you intend to endorse or recommend 
that such figures and company methods, including the 
634% rate of return, be utilized by the Commission in 


determining the cost of service? 

A. No, I express no opinion as to the validity of such 
over-all cost of service determinations. 

Q. Mr. Van Scoyoe, have you investigated the circum- 
stances relating to the acquisition by Texoma Natural Gas 
Company of the gas reserves in the Panhandle field now 
owned by Natural? 

A. Yes, I have. 

Q. What source data did you examine? 
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A. The Commission Opinion in the first Natural rate 
ease in Docket Nos. G-109 and G-112, the abstract of the 
record in those cases which was filed with the reviewing 
court, the Federal Trade Commission Reports covering its 
investigation of the electric and gas utility industries. 
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Q. When did Texoma secure the Panhandle field re- 
serves? 

A. Texoma Natural Gas Company was organized in 
May 1930 by the promoters of the Natural Gas Pipeline 
Company of America project. It took title to approxi- 
mately 316,000 aeres of gas leases in the Texas Panhandle 
field on August 21, 1931. 

Q. From whom did Texoma acquire the acreage? 

A. Part of the acreage was acquired from the partici- 
pating promoters of the project and the balance from out- 
side parties. 

Q. Who were the participating promoters? 


(End of Page 7) 


A. Cities Service Co., the Insull interests, Standard 
Oil Co. of New Jersey, Southwestern Development Co., 
Texas Corp., and Columbian Carbon Company. 


Q. Did all these participants in the project turn over 
gas acreage to Texoma? 

‘A. No. Only Cities Service Company, Insull Son & Co., 
Columbian Carbon Company and the Texas Corporation. 

Q. From what other corporations was acreage acquired? 
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A. Magnolia Petroleum Company, Skelly Oil Company 
and Phillips Petroleum Company. Skelly and Phillips were 
participants in the early stages of the project but withdrew. 

Q. How did the Insull interests secure the gas acreage 
which they turned over to the project? 

A. The Insull interests had previously acquired for the 
account of the Chicago utilities, the gas reserve holdings 
of Gulf Production Company in the Panhandle field amount- 
ing to about 108,000 acres for the sum of $5,000,000. 


39 


(1315) 


Q. What was the cost to Texoma of the gas acreage 
which it acquired? 

A. According to Exhibit No. 138 in Docket Nos. G-109 
and G-112, Texoma had expended $14,934,455 as of De- 
cember 31, 1931, for gas acreage, the payments being made 
as follows: Cities Service Company including Delmar Oil 
Company, $2,085,560: Columbian Carbon Company, 
$496,469: Insull Son & Company, $5,307,966: Phillips Pe- 
troleum Company, $1,589,906; Magnolia Petroleum Com- 
pany, $2,009,228; Skelly Oil Company, $1,264,908: Texas 
Corporation, $2,171,033; other acquisitions and renewals, 
$9,385. In addition to the $14,934,455, preliminary ex- 
penses and interest during construction amounted to 

(End of Page 8) 
$8 
What was the average amount paid per acre for 
the gas leases acquired? 
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-\. Based on 316,000 acres, the amount paid per acre 
was $47.26. 

Q. Was the same amount per acre paid to all vendors? 

A. No. There was some variance. Magnolia was paid 
$40.00 per acre for its 50,000 acres; Cities Service, Colum- 
bian Carbon, Texas Corporation, Phillips Petroleum Com- 
pany and Skelly Oil Company each received $45.00 per 
acre. The Insull interests received slightly more than 
$50.00 per acre, based upon what they had contracted to 
pay Gulf Production Company. Title to some of the acreage 
acquired by the Insulls was never taken by Texoma. The 
prices paid included a number of the existing wells. 

Q. What was the character of the acreage acquired? 

A. Most of it was either proven or semi-proven. How- 
ever, over the years more than half of the acquired aere- 
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age was discarded. When the acreage was acquired it was 
known that some was undesirable, but it appeared neces- 
sary to acquire the entire block of leases if the reserves 
necessary to support the project were to be procured. The 
bulk of the released acreage was discarded in the first few 
years of operation. 

Q. What was the basis for the prices paid? 

A. According to the testimony of Mr. Floyd Brown, 
President of Natural, in Docket No. G-112, the prices paid 
were based upon negotiations which he conducted during a 
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period of intense 
(End of Page 9) 


trading in leases. Mr. Brown described the situation in 
these words (at page 548 of abstract): 


“Competition in the purchase of acreage at that time 
was a feature that really complicated the negotiations. 
About that time, in fact, almost simultancously, three pipe- 
lines started from the Panhandle field in a northerly and 
northeasterly direction. The three major companies were 
the Northern Natural Gas Company, the Panhandle East- 
ern, and the Chicago Pipeline which we are discussing, the 
Natural Gas Pipeline Company of America. These com- 
panies were all interested in acquiring gas reserves in the 
Texas Panhandle field, and almost overnight these gas 
reserves which had been looked upon as having little or 
no value except as by-product plays for oil operations, 
suddenly developed to have considerable value, and the 
market changed with equal rapidity from a buyer’s market 
to a seller’s market and the prices during that period of 
negotiation rose rapidly.’’ 
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Q. Did Natural or Texoma acquire any gas acreage in 
addition to that acquired initially, which you have 
described? 

A. No, except for minor acquisitions and acreage trades 
to round out its holdings in the Panhandle field. 

Q. How does Natural’s cost of gas acreage in the Pan- 
handle field compare with the acreage cost of other pipeline 
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companies? 

A. It is considerably higher. 

Q. Have you prepared an exhibit showing such com- 
parison? 

A. Yes, it is entitled ‘‘Comparison of Cost of Pan- 
handle Field Acreage for Major Pipelines.”’ 

Q. Will you describe this exhibit? 

A. The exhibit shows in Column (2) the acreage of 


gas leases and gas rights owned in the Panhandle field by 
five major pipeline companies. In Column (3) is set forth 
the cost of such acreage and in Column (4) the gross cost 
per acre. It will be noted 


(End of Page 10) 


that Natural has the highest cost per acre of any of the 
five companies. 

Q. Mr. Van Seoyoe, if a natural gas company engages 
in wildeatting and other exploratory activities, how are 
such expenditures treated under the traditional cost method 
of rate-making? 

A. There are several types of expenditures involved 
and it probably would be well to describe each and to state 
the accounting and rate-making treatment. The initial cost 
of buying gas leases is capitalized and included in Account 
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No. 100.4, Gas Plant Held for Future Use. The actual 
cost of carrying such leases until they are drilled and 
become pro- 
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ducing, or are surrendered, is charged to operating 
expenses and is included in the cost of service. These 
expenditures are termed ‘‘delay rentals.”’ The cost of 
drilling productive wells is capitalized. If the wells are 
noncommercial or are dry holes, the cost of drilling is 
charged to operating expenses and included in the cost of 
service. When leases are abandoned, their acquisition cost 
is charged off to operating expenses and allowed for in 
the cost of service. Generally, provision for this loss is 
made through a reserve account created by charges to 
operating expenses. Costs incurred in exploratory activi- 
ties which are later abandoned are also chargeable to oper- 


ating expenses. The capitalized cost of leases and gas 
rights in service and those held for future use is included 
in the rate base as is the cost of productive wells and 
associated facilities. 


To summarize: Under the cost method of regulation, a 
natural gas company recovers through rates all of the 
expenditures 

(End of Page 11) 


currently made to acquire a gas supply. The company 
receives a return on the capital invested in productive 
property and its investment in nonproducing leases held 
for future use. It is also assured the recovery of the 
capital invested through allowances for depletion, depreci- 
ation and amortization. 

Q. Are the risks inherent in securing a gas supply 
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through the acquisition of gas reserves by exploratory 
activity borne by customers of the utility? 

A. Yes, the risks associated with the acquisition of 
a gas supply by this method must in the final analysis be 
borne by customers of the utility since they must com- 
pensate the investors for such risks. The composite of all 
risks of the total enterprise is reflected in the allowed rate 
of return. The allowed return must coincide with the in- 
vestors’ appraisal of the risks inherent in the venture, 
otherwise capital will not be attracted. 

Q. Are the risks involved in the exploration for gas 
greater than those usually encountered in other utility 
functions? 

A. I would agree that the probability of achieving 
more or less than the anticipated result is greater in ex- 
ploring for gas in unproven areas than it is, for example, 
in constructing transmission lines. However, the cost 
method of regulation provides the means by which the 
security holder is assured of the recovery of his capital 
and a return thereon, which return will compensate him 
for the risks involved. Actually, so far as the security 
holder of a utility is concerned, there is no real difference 
in the risks taken as between securing a gas supply through 
the acquisition of leases and the exploration 


(End of Page 12) 
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thereon for natural gas and the construction of a trans- 
mission line to supply the utility’s market requirements. I 
assume, of course, the existence of a prudent and efficient 
management in both instances. 
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Q. Do you feel it is proper that utility customers as- 
sume these risks? 

A. Ys, I do. They must assume the risks or service 
cannot be provided. 

Q. Mr. Van Scoyoe, in your opinion, does the com- 
modity value method provide any objective standards by 
which it may be tested to ascertain whether it produces 
just and reasonable results? 

A. No, it does not. The classic regulatory test or stand- 
ard of the reasonableness of the level of rates of a public 
utility is the determination as to whether or not such rates 
provide a fair return to the investor. This is the test 
which the courts and regulatory Commissions have applied 
for many years. It is well recognized by authorities in the 
field as the only objective test that can be employed. In 
the Hope Natural Gas Company case, 320 U.S. 591, at page 
603, the Supreme Court has stated the test this way: 


««* * * From the investor or company point of view 
it is important that there be enough revenue not only for 
operating expenses but also for the capital costs of the 
business. These include service on the debt and dividends 
on the stock. 
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By that standard the return to the equity owner should 
be commensurate with the returns on investments in other 
enterprises having corresponding risks. That return, more- 
over, should be sufficient to insure confidence in the financial 
integrity of the enterprise so as to maintain its eredit and 
to attract capital.’’ 


(End of Page 13) 
The field price method provides no means of complying 
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with this standard because the total return secured by 
the utility is neither considered nor related to its financial 
needs. It is the total return earned by the utility enter- 
prise as a whole, that must be compared with returns of 
other enterprises of corresponding risks and uncertainties 
to meet the standard laid down by the courts. 

Q. Upon what bases has Natural relied to determine 
the various allowances for commodity value in its Exhibit 
No. 4? 

A. Natural has presented eight alternative tests or 
bases for commodity value in Exhibit 4, page 1, four of 
which are rooted in the FPC area price statements appli- 
cable to independent producer regulation, two of which are 
based on prices paid by Natural for gas purchased, one 
of which is based on certain orders of the Texas Railroad 
Commission. 

Q. Are these methods which have been traditionally 
applied by regulatory commissions and the courts to deter- 


1323 


mine the reasonableness of utility rates? 

A. No, they are not. Currently the FPC is experiment- 
ing with the use of area prices as a tool to cope with the 
regulation of independent producers. Whether the area 
price tool will turn out to be either a practical or fair 
basis of regulation of independent producers remains to 
be seen. However, Natural is of course not an independent 
producer. 

Q. Do comparisons of prices received by independent 
producers or paid by Natural for gas purchased in the same 
field or producing area 


(End of Page 14) 
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provide a test of the reasonableness of the return which 
Natural would reecive based upon the claimed ‘‘commodity 
value’’ allowance for its produced gas? 

A. Not in my opinion. The prices received by so-called 
independent producers from Natural and others provide 
no clue to the reasonableness of the profits which such 
producers receive. Moreover, the risks involved in Natu- 
ral’s operation do not correspond with the risks of the 
independent producer. Prices paid to independent pro- 
ducers do not have anything to do with Natural’s cost of 
service of its production property. 

Q. Have you been able to ascertain the rate of return 
on Natural’s investment in well-mouth properties which 
it would secure, based upon its claimed ‘‘commodity value”’ 
allowance of 8.25¢ per Mef? 
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‘A. Yes. Such rate of return is readily ascertainable 
from Natural’s Exhibit No. 4. 

Q. Have you prepared an exhibit showing the rate of 
return sought? 

A. Yes, it is entitled ‘‘Actual Rate of Return Which 
Would be Earned on Investment in Well Mouth Properties 
Based on Company Claimed Cost of Service Including 
Commodity Value at 8.25¢ per Mef.”’ 

Q. What does this exhibit show? 

A. This exhibit shows that the rate of return which 
Natural would earn on its investment in well-mouth prop- 
erties for the test year is 48.23¢. 

Q. Will you explain how you arrive at the figure of 
48.23%? 

A. I started with the claimed allowance for return on 
well-head property shown in Exhibit 4, Column 2, page 1, 
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of $254,949. The 
(End of Page 15) 


amount of additional revenues arising out of the field price 
claim was $3,310,582. Deductions are then made for Fed- 
eral income tax at 52% and State income taxes at 1.3% 
of Federal income tax. This results in an additional re- 
turn of $1,566,699 which is added to the return at 634%. 
The total return, when related to the rate base of the 
well-mouth function, represents a rate of return of 48.23%, 
based 
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upon the Company’s data. 


Q. Mr. Van Scoyoe, you have referred in your testimony 
to the statutory deductions associated with production. 
Were you referring to percentage depletion and intangible 


productive well drilling expenses? 

A. Yes, I was. 

Q. Under the cost method of regulation, how should 
the tax deductions for statutory depletion be treated in 
computing the Federal income taxes to be included in the 
cost of service? 

A. This item should be included as an appropriate tax 
deduction in the cost of service tax computation. 

Q. Will you explain statutory depletion and how it is 
computed? 

A. Section 613(b) of the 1954 Revenue Code authorizes 
the use by taxpayers engaged in oil and gas production of 
a deduction in computing Federal income taxes of 2714% 
of the gross income from the property, provided such 
deduction does not exceed 50% of the net taxable income 
from the property computed without regard to the deple- 
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tion allowance. This method is optional with the taxpayer 
for he may use cither such 2714% depletion allowance or 


/ 


(End of Page 16) 


cost depletion, whichever provides the greatest depletion 
allowance. Normally, statutory depletion provides a much 
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greater deduction than does ordinary cost depletion. The 
allowance may be claimed so long as there is production 
from the property which produces gross income. 


In computing the statutory depletion allowance of a pro- 
ducer, the gross income at the wellhead is based either 
on the wellhead sales price if the gas is sold at the well, 
or it is an imputed figure based on market value in the 
same area. Generally, the percentage depletion determina- 
tion is made on a lease-by-lease basis. The taxpayer may 
use cost depletion on some lcases and statutory depletion 
on other leases. The 2714% allowance is applied to the 
gross lease income less the amount paid to the royalty 
interests. 


To determine whether the 50% limitation applies, the 
total wellhead valuation is diminished by the amount of 
royalties, labor costs, materials, depreciation, and taxes 
other than Federal income taxes and other costs, to deter- 
mine the net income. 50% of this represents the maximum 
deduction which may be taken as the statutory deduction 
for depletion. 


To compute the income tax the total gross income or 
value is reduced by the amounts paid for royalties and the 
ordinary operating expenses, such as labor, materials, pro- 
duction and property taxes and the 2714% depletion allow- 
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ance. The balance is the taxable income to which the tax 
rate of 52% is applied. 


1327 
(End of Page 17) 


Q. Will you please describe the intangible well drill- 
ing expenditures and their deductibility for income tax pur- 
poses? 

A. Taxpayers engage in oil and gas production have 
the option under Section 263(c) of the 1954 Revenue Code 
of charging off currently, as incurred, a portion of the 
amounts expended in the drilling of productive wells. This 
portion, which is known as intangible well drilling expendi- 
tures, includes labor, services, and other items of expendi- 
tures made in connection with drilling the well but does not 
include the materials cost of the physical property placed 
in the well, such as casing, tubing and appurtenant facili- 
ties. 


Intangible well drilling costs are generally capitalized on 
the books of the producer and such capitalization is re- 
quired by the Federal Power Commission’s Uniform Sys- 
tem of Accounts. By charging off such costs currently for 
tax purposes, substantial tax savings are achieved. How- 
ever, the taxpayer has the option of capitalizing such costs 
for tax purposes as well as for accounting purposes, in 
which event he would be allowed for tax purposes cost de- 
pletion on the intangible well costs and the lease costs. If 
the percentage depletion method is selected by the tax- 
payer, he does not also receive cost depletion on the intan- 
gible drilling costs. Thus, 
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where a taxpayer uses the percentage depletion method 
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in place of cost depletion, it is to his advantage to charge 
off currently the intangible drilling costs since he secures 
that deduction currently plus statutory depletion in the 
future. If he capitalized these intangible drilling costs for 
tax purposes, he would not secure any benefit other than 
the statutory depletion allowance. 


(End of Page 18) 


Q. I understand it is your view that the tax savings 
available from such tax deductions should be reflected in 
the cost of service? 

A. Yes, sir. Whatever tax deductions are available to 
Natural should be used in computing the Federal income 
tax to be recovered in the rates charged its customers. If 
such deductions are not taken into account in computing 
the income taxes to be allowed in the cost of service, Nat- 
ural’s customers would be charged for income taxes which 
would not actually be vaid by the Company. Since con- 
sumers are required to reimburse the utility for all taxes, 
including income taxes on the allowed return, such cus- 
tomers are in substance the taxpayer. They should not be 
burdened with rates based upon charges for taxes which 
the utility does not pay. To do so simply results in the 
Company receiving additional profit above the fair return 
allowance. 


The risks of exploration and development under the cost 
1329 


method are assumed by the consumers—not by the stock- 
holders. It is the consumers who are entitled to any saving 
which results from tax benefits which are based upon en- 
gagement in that activity. 
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Q. You have testified that the risks of exploration and 
development under the cost method are assumed by con- 
sumers—not by stockholders. If these risks have been 
taken and consumers have reimbursed the natural gas 
company for its exploration costs in securing a gas supply 
and provided a return on the cost of plant held for future 
use, what consideration is given to these circumstances 
under the ‘‘commodity value’’ method? 

A. The ‘‘commodity value’’ method ignores these fac- 
tors. This is a gross inequity of the method. 


(End of Page 19) 


Q. Have the customers of Natural already paid for the 
costs of exploration and development related to its reserves 
in the Panhandle field? 

A. Yes. Natural, in buying proven and semi-proven 
gas reserves, paid the oil companies for the gas acreage 
what appears from the evidence in Docket Nos. G-109 and 
112 to have been the top market price at the time. The 
amount paid for the acreage was included in the rate base 
and customers ever since have been paying a return on 
such cost, plus the development costs of such acreage. 


1330 


Q. Is it possible that the ‘‘commodity value’’ of natural 
gas might be less than the actual cost of production of a 
given pipeline? 

A. Yes, that is possible. 

Q. What would be the result under the ‘‘commodity 
value’’ approach if the revenues produced by that method 
were less than are required to cover the cost of production? 

A. If the revenues did not cover cost, the actual return 
received would be less than the return allowed. If the 
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margin between revenues and costs were substantial, the 
utility might be in financial jeopardy. 

Q. In your opinion, would it be in the public interest 
for a utility to receive a return which is less than adequate 
for its financial needs? 

A. No. The interest of the public, including both con- 
sumers and investors, lies in having utility service pro- 
vided by financially strong companies. Companies in this 
category are able to maintain high service standards and 
can also attract the capital necessary to mect increases in 
use by present customers and to attract additional cus- 
tomers desiring service. 


(End of Page 20) 


Q. If it were determined by the Commission that the 
interests of Natural’s customers and the ultimate consum- 
ers would be better served by Natural’s ownership of addi- 
tional 
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gas reserves which could be secured more econom- 
ically by exploratory efforts, but which could be undertaken 
only on the basis of additional compensation to Natural’s 
investors, how could that compensation be effected? 

A. By increasing the rate of return. That method 
would provide a definite and fixed compensation to Natural 
and would not involve the uncertainties, hazards, and pos- 
sible losses which might flow from the ‘‘commodity value”’ 
method, when production costs exceed the set value. How- 
ever, I believe that the rates of return which the Commis- 
sion has allowed natural gas companies provide ample 
compensation and that no extra reward or inducement is 
necessary to encourage companies to own reserves. if such 
ownership is deemed desirable in tke public interest. 
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Q. How do you arrive at the conclusion that the al- 
lowed rates of return provide ample reward or induce- 
ment? 

A. Because so many companies have expanded their 
production operations upon the basis of the returns allowed 
by the Commission. I shall refer more specifically to these 
companies later in my testimony. 

Q. Do you believe that the ownership of gas reserves 
by pipeline companies is desirable in the public interest 
and that natural gas companies should be encouraged and 
induced to own their gas supply rather than to rely upon 
gas purchase contracts? 
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A. Asa matter of general utility policy, I would agree 


that ownership is desirable in the same sense that own- 
ership of the gas transmission lines is desirable. The 
same is true of the ownership by electric utilities of their 
generating stations; bus lines of their buses, and railroads 
of their freight cars and lines. But for one reason or 
another, some utilities purchase the commodity they sell 
and lease facilities from others. 


However, the necessity for ownership of gas reserves is 
no more compelling than is the ownership of any other 
property used in utility service. In my opinion, there is no 
more justification for the allowance of a return above a 
fair return to encourage gas reserve ownership than there 
is to do the same to encourage a pipeline company to ex- 
pand its transmission system or an electric utility to build 
a hydro-electric generating plant in lieu of a steam-clectric 
generating plant. 
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Q. Would the ownership of gas reserves insure the 
carrying out of the public utility functions of a natural gas 
company in a more efficient and economical manner than 
if such company relied on gas purchased under contract? 

A. No, sir. Not in my opinion. I believe a natural 
gas company can function efficiently and properly serve 
the public without ownership of any gas reserves whatso- 
ever, pro- 
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viding it has the contractual right to obtain the gas 
as it is needed to meet its market requirements. This 
is demonstrated by the fact that there are a large number 
of natural gas companies successfully engaged in the trans- 
mission and distribution of natural gas, who own no 


(End of Page 22 


gas reserves and depend 100 per cent for their gas supply 
upon gas purchased under contract from independent pro- 
ducers and pipeline companies. 

Q. Testimony has been offered that the ownership of 
gas reserves provides some flexibility in operation which 
would not be present under contracted reserves, thus being 
an advantage to the public. Do you agree? 

A. I would agree that if the utility is the sole owner 
of a gas field, which situation is extremely rare, such own- 
ership could permit operational flexibility which could not 
be secured under gas purchase contracts, provided the 
utility has agreements with the royalty owners to produce 
or not produce at the utility’s option. Where there are 
several producers in a gas field, gas must be produced 
rateably, otherwise some producers would secure more 
than their equitable share of the gas reserve and other 
producers would be drained. The utility owning reserves 
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ina field with other producers cannot produce such reserves 
to meet its market demands without regard to the produc- 
tion of the reserves owned 
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by other producers in the field, including those which 
are under contract to it. State proration laws and 
rateable-take statutes make it virtually impossible for 
producers to operate their wells in disregard of the 
correlative rights of other producers in the field. Ad- 
mittedly, the realm of flexibility through reserve owner- 
ship must fall within the limits of such orders which apply 
as well to all producers in the field. For these reasons, 
I do not view the possibility of flexibility stemming from 
reserve ownership 
(End of Page 23) 


to be of particular advantage to customers by furnishing 
more reliable service at a lesser cost. No one, so far as I 
know, has attempted to demonstrate how much the claimed 
lack of operational flexibility stemming from reliance upon 
gas purchase contracts is costing customers in higher 
rates or poor service or how much costs could be lowered 
by reserve ownership. 


As I previously testified, many natural gas pipeline com- 
panies and distribution companies have operated for years 
and are now operating with their entire gas supply being 
furnished under contract by independent producers and 
pipeline companies. No one has contended that their op- 
erations are not conducted satisfactorily, economically and 
efficiently or that their customers are not receiving uniform 
and re- 
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liable service at reasonable rates. Based upon my 
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knowledge of the operation of natural gas companies, I 
do not believe that the claimed advantage of operational 
flexibility flowing from ownership of natural gas reserves 
provides any valid justification for the exaction from cus- 
tomers of higher rates based upon the use of the ‘‘com- 
modity value’’ method for pipeline produced gas. In the 
ease of Natural, the higher rates would amount to $3,310,582 
annually based on the Company’s figures. 

Q. Do you believe that a pipeline company owning a 
substantial part of its gas reserves is placed in a more 
advantageous position in bargaining for additional gas 
reserves? 

A. Ido not believe that the ownership of gas reserves 
necessarily places the utility in a more advantageous bar- 
gaining position in acquiring additional gas reserves. As 
I stated earlier, a company’s 


(End of Page 24) 


owned reserves must be produced rateably or in accord 
with proration regulation. Under present-day conditions, 
where demand for natural gas exceeds supply and there is 
a scramble by pipelines for the available gas reserves, 
the ownership of gas reserves does not provide, in my 
opinion, any bargaining power which will serve to secure 
more advantageous contract terms than would be otherwise 
secured. 
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Q. Have you examined prices paid by pipeline com- 
panies to independent producers in connection with this 
question? 

A. Yes, I have noted that pipeline companies owning 
substantial reserves are paying on the average no less 
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for gas purchased under contract than are the companies 
that rely entirely or predominantly upon a contract sup- 
ply. In fact, some of the highest prices being paid to 
independent producers in the Panhandle-Hugoton fields 
are by companies which own substantial gas reserves. 

Q. Has there occurred a continued decrease in expor- 
atory activities of natural gas companies under the Com- 
mission’s cost method of regulation? 

A. No, the opposite has been true. Natural gas com- 
panies have increased their expenditures for exploration 
and development since coming under FPC regulation. 

Q. What was the extent of the increase? 

A. Natural gas companies reporting to the Commission 
expended $115 million during the fifteen-year period ending 
with the year 1953, for exploration and development. How- 
ever, in the next six years they expended $154 million. 
Tm 1942 the approximately 60 companies engaged in pro- 
duction expended $5,913,000, and by 


(End of Page 25) 


1953 such annual expenditures had risen to $14,905,000. 
In 1954 they spent $16,525,000; in 1955, $19,562,000; in 1956, 
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$23,051,000; in 1957, $30,469,000; in 1958, $31,226,000; and 
in 1959, $32,946,000. These figures do not include the sub- 
stantial amounts expended by affiliated producing com- 
panies since such data are not reported to the Federal 
Power Commission. Neither do these expenditure include 
the very considerable sums expended for salaries and ex- 
penses of geological, land, and leasing departments and for 
administrative and general expenses and taxes related to 
exploration and development activities. 
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Q. Can you furnish comparative figures for the major 
natural gas companies owning gas reserves? 

A. Yes, such comparisons are possible for those com- 
panies which do not have their production departments 
owned by subsidiaries or affiliates not filing FPC Form No. 
2 with the Commission. 

Q. Please state these data. 

A. I have ascertained the exploration and development 
expenditures made in the years 1942, 1953, and 1959 for the 
major companies having reserves in the Southwest and the 
larger companies producing in the Appalachian area. Com- 
paring 1942 with 1953 and 1959, the figures for the South- 
west companies are as follows: 
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1942 1953 1959 
Arkansas Louisiana Gas Company $ 106,893 $ 436,086 $ 883,929 
Colorado Interstate Gas Company 27,096 344,150 78,645 
El Paso Natural Gas Company 86,283 2,010,679 7,359,947 
Olin Gas Transmission Company 2,357 279,609 419,760 
Natural Gas Pipeline Co. of America 22,248 82,416 12,799 
Panhandle Eastern Pipe Line Company 188,529 756,655 1,785,634 
Southern Natural Gas Company 27,656 294,132 2,341,979 


(End of Page 26) 


For the larger Appalachian companies the expenditures 
are as follows: 
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1942 1953 1959 

Hope Natural Gas Company $ 552,704 $1,195,216 $3,351,382 
Kentucky-West Virginia Gas Co. 178,179 285,460 331,165 
Manufacturers Light & Heat 239,264 1,698,212 601,177 
New York State Natural Gas Corp. 86,835 1,099,052 2,235,849 
Ohio Fuel Gas Company 1,192,772 683,642 917,005 
United Fuel Gas Company 616,477 1,358,114 2,516,000 
Companies initiating exploration programs in recent years spent the 
following in 1959: 

Mississippi River Fuel Corporation $2,341,372 

Tennessee Gas Transmission Company 4,596,315 

Trunkline Gas Company 814,673 
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In the foregoing amounts, I have taken into account 
mergers and acquisitions since 1942 so as to make the 
figures as comparable as possible. 

Q. Have you made a study of the relationship of pro- 
duction to purchases of natural gas by natural gas com- 
panies subject to the jurisdiction of the Federal Power 
Commission? 

A. Yes, I have. 

Q. As part of that study did you prepare an exhibit 
comparing the volumes of gas produced by certain natural 
gas companies and their producing affiliates and subsid- 
jaries for the years 1942, 1953, and 1959? 

A. Yes, it is entitled ‘Comparison of Natural Gas Pro- 
duction in the Southwest by Eleven Natural Gas Com- 
panies and Affiliates or Subsidiaries, for the Years 1942, 
1953, and 1959.”’ 


Q. Was this exhibit prepared by you or under your 
supervision and direction? 
A. Yes, it was. 


(End of Page 27) 

Q. Will you please describe the exhibit? 

A. This exhibit lists eleven major interstate pipeline 
companies which in 1942 owned gas reserves in the South- 
west producing states, either directly or through a pro- 
ducing affiliate or subsidiary. The volume of production 
reported for that year and for the years 1953 and 1959 


is shown op- 
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posite each company. 

Q. Why did you start with the year 1942? 

A. TIused the year 1942 because that was the year of 
regulation under the Natural Gas Act in which the Federal 
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Power Commission issued its first decision applying the 
cost basis of rate regulation to the producing properties 
of a natural gas company. 

Q. To what case do you refer? 

A. The Canadian River Gas Company-Colorado Inter- 
state Gas Company case. The decision is dated March 18, 
1942, and is reported at 3 FPC 32. 

Q. Were any other major rate case decisions issued by 
the Commission during that year which involved producing 
properties? 

A. Yes. On May 26th the Commission issued its deci- 
sion in the Hope Natural Gas Company case, 3 FPC 150. 
A decision also was handed down on September 23rd in the 
Panhandle Eastern Pipe Line Company case. 

Q. Did these eleven natural gas companies listed on 
your exhibit increase their purchases of natural gas from 
other producers in the fields over the same periods? 

A. Yes, they did. 


(End of Page 28) 


Q. Did you prepare an exhibit listing the eleven com- 
panies and showing their purchases of gas for the same 
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three years? 

A. Yes, I did. It is entitled ‘‘Comparison of Purchases 
of Natural Gas in the Southwest by Eleven Natural Gas 
Companies from non-affiliated producers, for the years 
1942, 1953 and 1959.’’ 

Q. Was this exhibit prepared by you or under your 
supervision and direction? 

A. Yes, it was. 

Q. Please describe the exhibit. 
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A. This exhibit lists the same eleven pipeline companies 
shown on the previous exhibit, together with the volumes of 
gas which these pipeline companies and their subsidiaries 
or affiliates purchased in the field from non-affiliated pro- 
ducers in the years 1942, 1953 and 1959. Purchases of gas 
from other pipeline companies have been excluded as have 
purchasers from affiliated or subsidiary producing com- 
panies. 

Q. Have you prepared an exhibit to show the changes 
in relative status of produced gas as between 1942, 1953, 
and 1959? 

A. Yes, sir, it is entitled ‘‘Relationship of Produced Gas 
to Total Gas Supply in the Southwest of Eleven Natural 
Gas Companies’’. 

Q. Please describe this exhibit. 

A. On this exhibit is shown the same eleven companies 
and opposite each company is set forth the percentage of 
total 
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gas supply, exclusive of the volumes purchased from 
other pipeline companies, which was obtained from com- 
pany, affiliate or subsidiary, owned production for the years 
1942, 1953, and 1959. Thus, the percentages of total 


(End of Page 29) 


gas supply from such sources in 1942 can be compared with 
the percentages derived for the years 1953 and 1959. 

Q. In your opinion, was there a relationship between 
the decline in the percentage of produced gas over the years 
and the Federal Power Commission’s treatment of produc- 
ing properties in determining just and reasonable rates for 
natural gas pipelines? 
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A. No, sir. Altogether different reasons were respon- 
sible. From my research and study of this question, it is 
evident that no relationship exists between the decline in 
the percentage of gas produced by these companies to 
total gas supply in this period and the Commission’s cost 
method of regulation for production properties. The 
decline did not, in my opinion, result from FPC rate-making 
policies. There is no cause and effect relationship. 

Q. What then accounts for the decline in percentage 
of gas produced to total gas supply? 

A. <A combination of circumstances is the real explan- 
ation of the decline in percentages of gas produced by pipe- 
line companies to total gas supply handled. 
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During World War II there was little or no expansion of 
the natural gas industry, except as strictly related to 


defense, due to a variety of war-born factors, such as the 
critical shortage of steel. As a result, during the war 
years the growing demand for natural gas could not be 
satisfied and was pent-up. With the end of war and the 
removal of restrictions the race began to meet the great 
demand through expansion of existing facilities and the 
launching of 


(End of Page 30) 


new long-line pipelines ventures. Further, impetus to the 
expansion program was brought about by the large in- 
creases which occurred in the prices of oil and coal upon 
removal of price controls. This factor added to the attrac- 
tiveness of natural gas since its price, like that of electrici- 
ty, remained relatively stable. Needless to say, speed was 
of the essence to satisfy the demand. The acquisition and 
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development of gas reserves by pipeline promoters or by 
existing systems through exploratory efforts on acquired 
leaseholds alone could not mect the rapidly increasing de- 
mand of the postwar period. 

Q. Were gas reserves available from other sources? 

A. Yes, huge gas reserves had already been discovered 
and tested during the war years, and were available under 
long-term purchase contracts for connection to pipeline 
facilities within a comparatively short time. To promoters 
of pipe- 

1344 
lines, these reserves provided the means of securing 
a supply of gas in the shortest possible time. Also, such 
method of acquisition entailed no large capital outlay, there- 
by enhancing the feasibility of financing the project. This 
situation still prevails. 

Q. What did the Federal Power Commission do about 
certificating pipelines which depended upon reserves ob- 
tained through gas purchase contracts? 

A. The Commission accepted gas purchase contracts as 
satisfactory evidence of a gas supply to support a pipeline 
project and issued certificates of public convenience and 


necessity on such showings. 
Q. Were there other factors responsible for the change? 
A. Yes, bankers were willing to advance funds required 
for construction on the basis of gas purchase contracts. 
There was no longer any 


(End of Page 31) 


need for the purchase of proven gas reserves at a large 
capital cost as had been the case prior to World War II or 
to engage in a time-taking search for a supply of gas 
through exploration activities. 
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As a result of this combination of circumstances, it be- 
came the ‘‘style’’ or ‘‘fashion’’, as it were, in the postwar 
expansion to acquire gas reserves through purchase con- 
tracts. It is this trend that was responsible for the decline 
in the 
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ratio of produced gas to total supply handled. The Federal 
Power Commission’s rate base method just had nothing to 
do with it. 

Q. Were the FPC rate-making policies for natural gas 
companies well known to the informed investor? 

A. I believe they were as well known as most factors 
which are considered in appraising natural gas company 
securities. 

Q. What rates of return have been allowed by the Fed- 
eral Power Comission for natural gas companies? 

A. Prior to 1945, the Commission utilized a rate of re- 
turn of 614% per cent. In 1945 and until the Northern 
Natural Gas Company rate case in 1952, when a rate of 
return of 514% was found to be fair and reasonable, the 
rate of return used was 6 per cent. Also in 1952, a rate of 
return of 534% was used in the Colorado Interstate case. 
The same 534% rate of return was used in the Panhandle 
ease in 1954. Certain of the Columbia Gas System subsid- 
jaries and Lake Shore Pipeline Company received rates 
of return of 614% in 1954. All other companies had re- 
ceived rates of return of 6%. In the last few years. some 


companies have received 614%. 


(End of Page 32) 


Q. Would it be correct to say that during the great 
natural gas expansion program which oceurred since the 
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war, the rate of return allowed by the Commission ranged 
from 514% 


1346 


to 644%? 

A. That is right. 

Q. To what type of rate base was the allowed rate of 
return applied by the Commission? 

A. In all cases, up until the Panhandle case which al- 
lowed field price in 1954 and has since been reversed, the 
rate of return was applied to a net investment or original 
cost rate base which included the producing properties if 
the company owned any such facilities. Subsequent to the 
Panhandle case, the Commission allowed field price in a 
few cases but none since the Detroit case. 

Q. How many new pipeline ventures have been con- 
structed under FPC authorization since the end of World 
War II? 

A. So far as I can readily ascertain, approximately fifty 
corporations have constructed new pipeline systems since 
1945 under FPC authorization. In addition, the ‘‘inch’”’ 
lines were converted from oil lines to natural gas lines. 


Q. Were some of these new ventures large interstate 
lines which secured their gas from reserves in the South- 
west producing states? 


A. Yes, the several ventures in that category are: 
Michigan-Wisconsin Pipeline Company: Texas Eastern 
Transmission Corporation; Transcontinental Gas Pipe- 
line Corporation: Texas-Illinois Natural Gas Pipeline 
Company: Trunkline Gas Company: Gulf Interstate Gas 
Company: Pacifie Northwest Pipe- 
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line Corporation; American Louisiana Pipe Line Company; 
Transwestern Pipeline Company and Coastal Transmission 
Corporation-Houston Texas Gas and Oil Corporation. 


(End of Page 33) 


Q. Were there also large expansions made in the capa- 
city of the existing pipeline systems after 1945? 

A. All of the major existing systems expanded in con- 
siderable degree. 

Q. Will you name the major existing natural gas com- 
panies which in 1945 secured their gas reserves from the 
Southwest producing states? 

A. Arkansas Louisiana Gas Company, Cities Service 
Gas Company, Colorado Interstate Gas Company, El Paso 
Natural Gas Company, Lone Star Gas Company, Memphis 
Natural Gas Company and Kentucky Natural Gas Com- 
pany, now Texas Gas Transmission Corporation, Mississip- 
pi River Fuel Corporation, Natural Gas Pipeline Company 
of America, Northern Natural Gas Company, Interstate 
Natural Gas Company now Olin Gas Transmission Com- 
pany, Panhandle Eastern Pipe Line Company, Southern 
Natural Gas Company, Tennessee Gas Transmission Com- 
pany and United Gas Pipe Line Company. 

Q. How does the aggregate plant investment of these 
companies compare with their investment today? 

A. As of December 31, 1945 the reported plant invest- 
ment was $914,315,906. At the end of 1959 it was 
$5,477,123,908. 
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Q. Did your duties as Assistant Chief of the Bureau of 
Accounts, Finance and Rates give you an intimate associa- 
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tion with the expansion of the natural gas pipeline industry 
during the time you were a member of the Staff of the 
FPC? 

A. All of the expansion capacity to which I have re- 
ferred was authorized by the Commission under Section 
7(c) of the Natural Gas Act. The processing of the ap- 
plications and the staff recommendations thereon were 
supervised by the Office of the Chief of the Bureau and it 
was my particular duty to review all staff recommendations 
with respect thereto. I actively participated in the formula- 
tion of important 


(End of Page 34) 


staff decisions on various matters connected with processing 
of these applications. 
Q. Do some of the companies in existence in 1945, which 


you have named, own gas production properties? 

A. Yes. <A substantial number of these companies own 
or control natural gas reserves either directly or through 
a subsidiary or affiliate. 

Q. Do any of the new lines constructed after the war 
own production properties? 

A. None of the new lines which I mentioned with the 
exception of Pacific Northwest Pipeline Corporation owned 
or proposed to own production properties at the time they 
were certificated. Certain promoter interests, of at least 
three 
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lines, owned gas reserves and made them available under 
5 

gas purchase contracts. Some of the lines subsequently 

have acquired gas reserves directly or through a subsid- 
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iary or affiliate, but these reserves provide only a small 
fraction of their total gas supply. 

Q. Have natural gas companies which have little or none 
of their revenues subject to rate regulation by the Federal 
Power Commission also experienced a declining trend in 
the relationship of produced gas to total gas supply? 

A. Yes. Most of such companies have over the years 
depended more and more upon purchases from independent 
producers and the decline in the percentage of produced 
gas to total gas supply of such companies has generally 
paralleled that of the companics subject to FPC rate 
regulation. Obviously, the Federal Power Commission can- 
not be blamed for their experience. Arkansas Louisiana 
Gas Company and Lone Star Gas Company are two such 
companies listed in the above exhibits. Likewise some of 
such companies have increased exploratory efforts in re- 
cent years just as some companies subject to 


(End of Page 35) 
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FPC jurisdiction have increased or commenced exploratory 
activity. 

Q. Are there instances of natural gas companies who 
have traditionally depended 100 per cent on gas purchased 
from independent producers and pipelines? 

A. Yes. There are a number of companies subject to 
FPC jurisdiction in this category: however, in recent years 
some of these companies have commenced exploration 
efforts. 

Q. Have natural gas companies subject to the juris- 
diction of the Federal Power Commission expanded their 
ownership of natural gas reserves under the investment or 
rate base method of regulation? 
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A. Yes. Comparable total figures are not available by 
years back to 1942 as many companies do not report their 
owned reserves at that time. However, it is possible to 
make comparisons with respect to some individual com- 
panies. Southern Natural Gas company reported owner- 
ship of gas reserves at the end of 1942 of 107 billion cubic 
feet and at the end of 1953 of 473 billion cubic feet, and 
at the end of 1959 of 738 billion cubic feet. Northern 
Natural Gas Company reported owned reserves at the end 
of 1942 of 828 trillion cubic fect and at the end of 1953, 
1.5 trillion eubie fect: subsequently the production func- 
tions were transferred to a subsidiary which reported 1.948 
trillion cubic fect of reserves at the end of 1960. 
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The gas reserves of Panhandle Eastern Pipeline Com- 
pany amounted to 2.257 trillion cubic feet at the end of 


1940. These reserves had increased to 3.536 trillion cubic 
feet at the ond of 1953, and stood at 2.958 trillion at the 
end of 1959. 


An outstanding increase in natural gas reserves was 
reported by El Paso Natural Gas Company, whose reserves 
increased from .049 trillion cubic feet in 1940 to 
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4.461 trillion cubic feet at the end of 1953, and 9.266 trillion 
cubie feet at the end of 1959. 

Q. Have natural gas companies increased their invest- 
ment in production properties? 

A. Yes. Natural gas companies subject to FPC juris- 
diction have made large scale increases in their investment 
in production plant. For example, Southern Natural Gas 
Company had an investment in gas lands and producing 
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facilities of $2.439,671 at December 31, 1944. By the end 
of 1953, its investment had increased to $8,431,745, and fur- 
ther increased to $12,917,697 at the end of 1959. 


Panhandle Eastern Pipeline Company’s investment in 
production plant at the end of 1944 amounted to $5,188,735. 
Its investment had increased to $14,850,633 at the end of 
1953, and to $23,822,015 at the end of 1959. 


El Paso Natural Gas Company had an investment of 
1352 


approximately $2.2 million in production property at the 
end of 1944. During the intervening years to 1953, it ex- 
pended more than $48 million for additions to this prop- 
erty, including $8 million for leascholds held for future 
use. At the end of 1959, El Paso’s investment in produc- 
ing properties was $167,994,985. The investment of New 
York State Natural Gas Corporation in production prop- 
erty, including leases held for future use, amounted to 
$888,038 at the end of 1944. Ten years later production 
plant investment had climbed to $5,870,902. At the end of 
1959 producing facilities amounted to $17,211,923. I could 
cite numerous other examples of increased investment in 
gas lands and production facilities during the same period 
by companies subject to FPC regulation. 


(End of Page 37) 


Q. To your knowledge, have natural gas companies ex- 
perienced any difficulty in raising equity capital under the 
investment or rate base method or regulation? 

A. Not in the slightest. While a substantial portion of 
the billions invested was in the form of debt capital, a 
large increase did oceur in equity capital. 
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The common stocks of natural gas companies subject to 
FPC jurisdiction have been selling at substantial premiums 
above book values. Companies owning gas reserves and 
those without the ownership of gas reserves have had equal 
access to the equity capital market. For example, Fl Paso 
Natural Gas 
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Company increased its common stock capital account from 
$5,301,000 in 1942 to $81,099,000 in 1953, and to $307,833,378 
in 1959. I do not know of any company which has been 
unable to raise equity capital for any reason connected 
with the rate base method of regulation. 

Q. Do the facts you have given concerning the invest- 
ment by natural gas companies of huge amounts of capital 
in production plant while under FPC rate regulation and 
the ability of such companies to attract large capital sums, 
including equity capital for expansion, indicate that the 
FPC cost rate base method has failed to provide an ade- 
quate incentive to own and expand production operations 
and has prevented the flow of capital to the natural gas 
pipeline industry? 

A. No. In my opinion, they indicate to the contrary. 

Q. If what you state is correct. how is it that Natural 
and some other pipeline companies are contending for the 
use of the field price or commodity value method and assert 
it is essential. 
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for the good of the gas consumer and the industry and they 
lack the incentive to engage in production activities with- 
out it? 
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A. Based upon my long experience in the regulatory 
field, I believe I understand the motive for their position. 
I do not 
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question the sincerity with which their claims for com- 
modity value are advanced. I do question the validity of 
their claims. 


Alert utility managements are always seeking methods of 
increasing the return to their stockholders and I do not 
dispute their right or duty in this regard. Many claims 
have been put forward over the years by utilities in an 
effort to gain greater returns on invested capital. These 
claims were put forward with the conviction that they were 
in the best interest of consumers as the utility would not 
be able to attract capital and furnish reliable and adequate 
service to the public at fair rates unless they were granted. 
But the utilities grew and prospered despite the rejection 
of their claims even as 


(End of Page 39) 


the pipeline companies expanded and prospered under the 
cost method of regulation following the Hope case decision. 

Q. Mr. Van Scoyoe, do you agree that producing opera- 
tions of pipelines are attended by such a high degree of 
risk and uncertainty that it is virtually impossible to prop- 
erly compensate for the risks applicable to the production 
phase of the industry? 

A. I disagree completely. The degree of risk in no 
way affects the application of a fixed rate of return to a 
rate base. It is the function of the rate of return to com- 
pensate for the risk in such magnitude as it exists in the 
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company’s operation. I will discuss the question of a 
separate rate of return for producing property later. 


The rate base method of regulation has been successfully 
applied to natural gas companies owning production prop- 
erties for many years by State and Federal regulatory 
agencies with complete sanction by the Courts. It has 
worked, and will continue to work as demonstrated by the 
growth and prosperity of natural gas companies regulated 
by the Commission. 


The production phase of the natural gas utility business 
is just as adaptable to the rate base method as is the pro- 
duction phase of the electric and water utility businesses. 
The same principles of cost determination apply. Equitable 
treatment of both the investor’s and consumer’s interest 
is assured through use of the rate base method. 

Q. Is your opinion in any way affected by the fact that 
expenditures associated with production operations, such 
as exploration and 
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development costs, must be forecast in the rate-making 
process under the rate base method? 

A. I am aware of that, but my opinion remains the 
same. This does not make a rate base method inapplica- 
ble. Rate making is necessarily prospective in nature and 
forecasts must sometimes be made as to numberous items 
in cost of service that affect all phases of the operations— 
that is—production, 
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transportation and distribution. Forecasts must also be 
made at times as to capital expenditures in each of these 


94 


(1357) 


phases. This is done without any particular difficulty in 
rate cases regularly. As a matter of fact, forecasts are 
made by utilities and other businesses as standard operat- 
ing procedure. Capital and operating budgets based on 
forecasts are the regular order of business. 


If the necessity for forecasts of exploration expenditures 
is a sound reason for abandonment of the rate base method, 
then by parity of reasoning the rate base method must be 
completely abandoned. Of course, the company does not 
advocate this because there is no sound basis for it. It is 
equally unsound an applied to production. 

Q. Under the rate base method, can advance approval 
of exploratory expenses be secured from the Commission 
or does the company have to wait until it is in a rate case 
before it knows how much will be allowed? 

A. Ordinarily, advance approval is not given for ex- 
ploratory expenses, but such situation prevails with respect 
to all expenditures made by utilities. They are always 
subject to 


(End of Page 41) 


question by regulatory authority as being properly includ- 
able in determining rates. Exploratory costs are no differ- 
ent. It has been my experience that regulatory bodies are 
not 
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inclined to exclude actual expenditures from the cost of 

service when the evidence is clear that they were not im- 

prudently or wastefully made and will continue in the 

future. There is not a single case where the Federal Power 

Commission has disallowed expenditures for exploration. 
(End of Page 42) (End of Statement) 
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Direct Testimony of Melwood W. Van Scoyoc. 
PART IV 


Q. Have you made a study of Natural’s presentation 
in Exhibit 6, page 1, showing various rates of return on 
its production properties? 

A. Yes, I have. While Natural’s basic claim is directed 
toward the commodity value approach, it is presenting as 
alternatives several rate base method computations em- 
bracing rates of return ranging from 634% to 25.03%. 

Q. Based upon your study did you determine that a 
separate rate of return for the production properties of 
Natural is desirable? 

A. In my opinion, a separate rate of return for Nat- 
ural’s production property is not necessary or desirable. 

Q. Please explain the basis of your opinion. 

A. In my judgment the proper compensation to the 
security holders of Natural can only be determined in a 
realistic and practical manner for Natural as a corporate 
entity since that is the only way Natural’s mortgage bonds, 
debentures and stock can be purchased by investors. I do 
not believe that a theoretical approach of having separate 
rates of return for the pipeline operations and the produc- 
tion operations is either necessary, desirable or feasible. 
Therefore, it is my recommendation that the Commission 
determine and fix a fair rate of return for Natural’s entire 


1359 


jurisdictional business including production operations. 
This has been the consistent practice of the Commission 
ever since it began the regulation of pipeline companies, 
except for one recent case. It has proved 


(End of Page 1) 


96 


(1360) 


to be a practical and workable method. Pipeline companies 
have expanded tremendously as profitable enterprises with 
their common stocks selling at substantial premiums above 
book value. 

Q. When you referred in your previous answer to the 
proper compensation to the security holders of Natural, 
were you equating compensation with the return allowance? 

A. Yes, I was. 

Q. What are the risks taken by the investor for which 
he expects compensation? 

A. There are two basic risks, (1) the possibility of loss 
of capital and (2) the possibility of a decrease in income 
or return on his invested capital below that anticipated 
when the investment was made. 

Q. Can these basic risks be subdivided into the several 
phases of corporate activity in which Natural is engaged? 

A. It is possible that a prospective investor may theo- 
retically compartmentalize the overall risks and decide that 
certain activities have certain risks, but the investor can 
only buy the composite risk applicable to the corporation 
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as a whole. 

Q. Do you feel that it is impossible to set a rate of re- 
turn for the production cperations separately and a rate 
of return for the transmission operations of Natural sep- 
arately? 

A. No, it is not impossible, but to do so, the risks of 
the pipeline business and the production business would 
have to be evaluated separately on a theoretical basis. 

Q. Would this produce a meaningful answer for rate of 
return determination in this case? 


(End of Page 2) 
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«A. Ido not believe such a theoretical approach would 
produce a meaningful answer as to a fair rate of return 
for Natural. Certainly where an over-all appraisal of risk 
is available, such as in this case, and all the gas plant, 
production and transmission is used as a rate base, the 
use of actual risk-appraisal techniques is preferable to the 
theoretical approach of subdividing properties and risks. 

Q. Why? 

A. The investor is never allowed to purchase those risks 
separately so it is never known how he might have eval- 
uated them separately. To attempt to do so would be 
purely speculative. Further, and more important, the risks 
of an integrated company under regulation such as Natural 
may be different from the total risks of two separate com- 
panies. So, if the risks are evaluated separately, another 
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slep would be necessary to adjust the two risk evaluations 
to those of an integrated company. 

Q. Will you please explain why an integrated company 
has different risks than two separate companies? 

A. The very fact that Natural’s production operations 
are a part of an integrated system which produces, buys, 
transports and sells gas in interstate commerce and is sub- 
ject to Federal Power Commission regulation makes the 
risks of the producing division of Natural different from 
that of an independent producer. I am using the term 
independent producer in the same sense that the Commis- 
sion is using such term, i.e., a producer which is not in the 
interstate pipeline business. 

Q. Do you believe that statistics of independent pro- 
ducer earnings would provide any rational basis for set- 
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the production property of Natural? 

A. No, I do not. 

Q. Why not? 

A. The character and extent of the risks taken by in- 
vestors in securities of oil and gas producers are dissim- 
iar to those taken by investors in the securities of Natural. 

Q. Will you explain the basis of your answer? 
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A. Natural is an integrated public utility operation. 
Because of the inherent factors of revenue stability and 
the protective factors of regulation, the risks taken by in- 
vestors in Natural are less than the risks generally taken 
by investors in independent oil and gas producing compa- 
nies. 

Q. What are the specific factors that indicate that the 
risks taken by investors in Natural are less than the risks 
generally taken by investors in oil and gas producing com- 
panies? 

A. First, the production division of Natural has an 
assured market, for the gas discovered, if Natural chooses 
to explore. Moreover, Natural also has the opportunity 
to recover all of its costs including a fair return. The in- 
dependent producer has to find a market for his gas once 
it is discovered, and he may not be able in every instance 
to recover all of his costs including a fair return under 
the particular market available to him at discovery, espe- 
cially if he is not under regulation. Although in today’s 
gas supply-demand situation the difficulty of finding a mar- 
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ket does not mean as much as it did at one time, it is never- 
theless of some considerable concern to the independent 
producer. Second, having a steady source of income from 
the pipeline operation, Natural is 


(End of Page 4) 


in a position to absorb fluctuations in the success or failure 
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of the exploratory phase of the business. Third, the Fed- 
eral Power Commission’s allowance for exploration and 
development expenses in rate proceedings charges the cur- 
rent losses of Natural’s exploratory program to the present 
rate payer, if Natural were to undertake exploration under 
the rate base method of regulation. If Natural does not 
choose to explore, it naturally does not incur any risk in 
that respect. 

Q. What is the effect of the Commission’s policy of 
including exploratory expenditures in the cost of services 
under the rate base method upon the financial risk of ex- 
ploration? 

A. This policy has the effect of minimizing the financial 
risk of exploration so far as sales of natural gas in inter- 
state commerce are concerned. Under such rate making 
treatment, any risks and uncertainties due to exploration, 
together with the other risks of the business, are merged 
together and are compensated for by the allowed fair rate 
of return. 

Q. Does the inclusion of an allowance for exploratory 
expenditures in the cost of service assure the recovery of 
such allowance in rates? 

A. Yes, to the same extent and to the same degree as 
any other allowance in the cost of service for operating 
expenses. 
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Q. Under the Commission’s cost of service method of 
regulation, are the risks and uncertainties associated with 
the exploratory activities borne by the customers? 


(End of Page 5) 


A. Yes, under the cost of service method the allowance 
of a fair rate of return is designed to compensate the in- 
vestors of Natural for the risks taken and thus the risks 
of exploration if undertaken are placed upon the customers. 

Q. Do you feel it proper that utility ratepayers assume 
the risk involved in the exploration for gas? 

A. Yes,Ido. They must assume either the exploratory 
risks or pay for gas purchases, or service cannot be pro- 
vided. Where such risks are assumed by the customers 
such as is done under the cost method of regulation, the 
risks taken by the investors are substantially reduced over 
what they would be in a situation where the advantages 
inherent in regulation are not present. 

Q. Do you believe that Natural should be allowed some 
inerement in the rate of return in excess of what will be 
allowed by the Commission on its pipeline properties as 
an incentive to the company to explore for natural gas and 
to compensate it for the unusual risk of the exploration 
and production business? 

A. No, Ido not. I have previously testified concerning 
these so-called unusual risks and have explained why such 
risks 
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do not require compensation in excess of a fair rate of 
return allowance for Natural based upon the traditional 
investor appraisal criteria which the Commission has con- 
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sistently utilized over the years in fixing the fair rates of 
return for pipeline companies, both producers and non- 
producers of gas. 


As to the allowance of an excess return increment as an 
incentive 


(End of Page 6) 


to explore for natural gas, I believe the incentive for the 
investment of capital in any enterprise is the opportunity 
to make a satisfactory profit. The incentive to invest in 
the utility business must take into consideration the factor 
of regulation which is intended to limit profits to a reason- 
able level. 


In virtually every rate case, claims are advanced that 
a certain rate of return is required to induce investcrs to 
commit their funds to the enterprise and that unless this 
inducement is granted to the prospective investor, the fu- 
ture market demands of the customers could not be satis- 
fied. However, analyses of the investor appraisals of the 
company’s securities as shown by the security markets has 
indicated that capital could be attracted to the enterprise 
at a lesser rate of return than claimed. The Commission’s 
judgment in this respect has been vindicated by the healthy 
demand for pipeline 
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company securities during the past fifteen to twenty years. 


Every properly determined rate of return allowance 
takes into account the profit incentive of prospective in- 
vestors not as a separate allowance—but as one element 
of the overall fair rate of return determination. If the rate 
of return allowance is based upon an objectively measured 
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investors appraisal the profit incentive necessary to the 
attraction of capital is automatically given the considera- 
tion it deserves. 


(End of Page 7) 


(End of Prepared Statement) 
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Direct, cross and redirect examination of M. W. Van Scoyoc. 


MELWOOD W. VAN SCOYOC was called as a witness, 
and having been first duly sworn, was examined and 
testified as follows: 


Direct Examination by Mr. Danaher. 


Q. Will you state your name, address and professional 
occupation? 

A. Melwood W. Van Scoyoe, 1009 19th Street, North- 
west, Washington, D, C. I am a member of Van Scoyoc 
and Wiskup, public utility consultants, of Washington, 
Dz C. 

Q. Are you the same Melwood W. Van Scoyoe whose 
name appears on page 1260 of the transcript of proceed- 
ings in this hearing? 

A. Yes, sir. 

Q. I direct your attention to the portion of the tran- 
script page 1260 to 1367 and does the testimony appearing 
on that part of the transcript represent your testimony and 
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do you accept it as such in this proceeding? 
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Mr. McDugald: Before the witness answers, Mr. Exam- 
incr, I am not quite sure of the procedure we should follow 
here. I have several objections I would like to make to 
this, to some of the questions propounded to the witness, 
as well as some of the answers, on the ground the witness 
is not qualified to answer the questions. 


Presiding Examiner: J believe that would come better 
as a motion to strike. 


Mr. MceDugald: At the conclusion of my cross? 

Presiding Examiner: No, at this time. 

Mr. MeDugald: Very well. The difficulty I have, your 
Honor, is that the questions themselves really are objection- 


able because they call for a legal conclusion in many in- 
slances. 


Presiding Examiner: Very well. I don’t believe at this 

point the witness has adopted his testimony. 
(Question read) 

A. It does, to the best of my knowledge and belief. How- 
ever, I would like to qualify it that I have not compared 
word for word the prepared testimony as it appears in the 
transcript. There may be needed corrections that will have 
to be made in the form of transcript corrections. 


Mr. Danaher: I offer the witness for cross-examination. 


Presiding Examiner: That testimony, I believe, appears 
at transcript 1260 through 1367. 
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Mr. Danaher: I so identified it in my question, Mr. 
Examiner. 


(2107) 


Presiding Examiner: Very well. 


Mr. MeDugald? 


Mr. Danaher: Before you get into cross, may | go off 
the record a moment? 
(Discussion off the record) 
By Mr. Danaher: 


Q. Mr. Van Scoyoe, have you made any corrections in 
the original exhibits presented in your behalf, particularly 
having in mind Exhibit 24? Has that been revised? 

A. Yes, sir. We discovered some errors just on Sun- 
day, as a matter of fact, in the exhibit. Therefore, I have 
had a revised exhibit reproduced to be substituted for Ex- 
hibit No. 24. 


Likewise, a substitute exhibit has been prepared for Ex- 
hibit No. 26. 

Q. Do you wish the revised copies to be substituted for 
the original exhibits? 

A. Yes, sir. 


Mr. Danaher: Mr. Examiner, I offer the revised copies 
in lieu of the original copies that have been heretofore 
marked for identification in this record. 


Presiding Examiner: Mr. Danaher, having already 
identified the previous exhibits, we will assign additional 
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exhibit numbers to these. 
Do you have copies? 
Mr. McDugald: Do these make substantial changes? 


Mr. Danaher: No, I don’t think so. 
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(Discussion off the record) 
Presiding Examiner: Mr. Danaher? 


Mr. Danaher: I am asking that the following exhibit 
bearing the title ‘‘Revised Exhibit No. 25,’’ entitled 
“Docket No. RP61-8, Natural Gas Pipeline Company of 
America, Comparison of Natural Gas Production in the 
Southwest by 11 Natural Gas Companies and Affiliates or 
Subsidiaries for the Years 1942, 1953 and 1959,’ be sub- 
stituted for the original exhibit heretofore identified in this 
proceeding. 


Presiding Examiner: The document that you have 
handed to me will be marked for identification as Exhibit 
No. 49. 


(The document referred to was marked for identifi- 
cation as Exhibit No. 49) 


Mr. Danaher: Mr. Examiner, I hand you a document 
entitled ‘‘Revised Exhibit No. 27,’’ bearing the caption 
‘‘Docket No. RP61-8, Natural Gas Pipeline Company of 
America, Relationship of Produced Gas to Total Gas Sup- 
ply in the Southwest of 11 Natural Gas Companies for the 
Years 1942, 1953 and 1959,’ and ask that that document 
be substituted for the original document heretofore marked 
for identification as Exhibit No. 27. 
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Presiding Examiner: It will be marked as Exhibit No. 
50 for identification. 


(The document referred to was marked foy identi- 
fication as Exhibit No. 50) 
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Mr. Danaher: We submit the witness for cross-exam- 
ination. 


Mr. MeDugald: Mr. Examiner, could I have a minute, 
please? 

We have witnesses on planes, and we are trying to pull 
them off. 

Presiding Examiner: Very well. We will stand in recess 
for a couple minutes. 


(Whereupon, at 10:37 the hearing was recessed until 
10:39 a.m.) 


Presiding Examiner: The hearing will be in order, 


Mr. McDugald. 


Mr. MeDugald: Mr. Examiner, as I previously stated, 
I have certain objections to questions propounded, on the 
grounds that the witness is not qualified, and for other 
reasons as well as objections te the answers given. 


My first objection is to the question propounded on page 
1309 of the transcript, beginning at line 13. The question 
is ‘‘In your opinion is this amount of $4,017,761 properly 
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includable in the cost of service to be recovered in rates? 


I call the Examiner’s attention to the fact that this ob- 
viously calls for a legal conclusion, calls for an interpreta- 
tion of the decision by the Court of Appeals in 
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the Panhandle case as well as subsequent decisions as to 
independent producers inclusive of the reeent Phillips 
decision. 


As a consequence, I move the response to that question, 
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as well as his response to the next question beginning on 
line 17, which is in turn predicated on the objectionable 
question, be stricken from the record. 


Mr. Danaher: Mr. Examiner, we oppose the motion to 
strike, and submit that this witness is an expert and that 
he is merely expressing his opinion as such, and does not 
attempt to invade the province of the courts or any previous 
opinion of the courts with reference to this particular sub- 
ject matter. 


Mr. MeDugald: May I point out while he may be an 
expert in some fields, that doesn’t make him an expert in 
matters of law. I say this calls for a legal conclusion. 


Presiding Examiner: The problem I have with your 
objection, Mr. McDugald, with your objection to the ques- 
tion, is this, that every expert who comes in here must 
determine whether or not certain items are properly in- 
eludable in a cost of service, and he states his opinion. I 
think this witness is doing that here. 


Mr. MeDugald: This is a very broad question, here, 
your Honor, and it is not in any way qualified as within 
the field of his expertise. 


2110 


Presiding Examiner: The objection is overruled. 
Mr. McDugald: Very well, sir. 


My next objection, your Honor is to the question be- 
ginning at line 24 on page 1310, which reads ‘‘Is there 
any other compensation or reward which a public utility 
has a right to expect in the way of financial remuneration, 
other than return allowed by the regulatory authority?”’ 
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Again I say this calls for a pure legal conclusion, and 
the witness has not been shown qualified. I move that the 
answer to the question beginning on line 3 of page 1310 be 
stricken from the record. 


Mr. Danaher: We oppose the motion to strike and re- 
turn to the same basis as previously, that this witness is 
merely testifying as to his opinion as an expert and not 
attempting to encroach upon the legal phase of that sub- 
ject matter at all. 


Presiding Examiner: I think it falls within the same 
province. Your objection is overruled. 


Mr. MeDugald: Your Honor, I object, also, to the ques- 
tion beginning at line 9 of the transcript 1811, as calling 
for a legal conclusion, on the ground previously stated, 
and as a consequence I move that the answer to that ques- 
tion, beginning at line 13 of transcript 1311, be stricken 


from the record. 


I would also object to the answer itself for the additional 
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reason that it is argumentative and not a precise and 
straight answer to the question propounded. 


Mr. Danaher: We oppose the motion to strike on the 
same ground heretofore urged, in that it is an expression 
of opinion by an expert whose qualifications as such have 
not been challenged in this proceeding. 


Presiding Examiner: The ruling will be the same; the 
objection is overruled. And the motion to strike is denied. 


Mr. MeDugald: My next objection is to the question on 
transcript 1319, your Honor, beginning at the bottom of 
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the page, and continuing over to 1320. The question is: 
‘Are the risks inherent in securing a gas supply through 
the acquisition of gas reserves by exploratory activity 
borne by the customer?’’ 


I object to this question on the ground there has been 
no proper predicate laid and the witness has not been 
shown to be qualified to answer such a question as that. 


Mr. Danaher: We oppose the motion to strike. or the 
objection rather, to that question on the grounds that Mr. 
Van Scoyoc’s qualifications fully qualify him to answer 
this question. The vast experience in that particular line 
certainly overcomes any possible objection to cither the 
question or the answer in response thereto. 


Presiding Examiner: This question relates to the cost 
of service, as I understand it. 
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Mr. Danaher: I think that was the intent, Mr. Examiner. 


Presiding Examiner: As I understand it, from reading 
what went before, that is so. 


The objection is overruled. 


Mr. MeDugald: My next objection, your Honor, is to 
the answer of this witness, beginning at line 8 of transcript 
1322, which is premised on his interpretation of the opin- 
ion of the Supreme Court of the United States in the 
Hope case, as is shown on the preceding page. It calls, 
obviously, for a legal conclusion on the part of the witness 
that he has not been shown qualified to express. 


Mr. Danaher: Mr. Examiner, the witness doesn’t express 
any opinion. He merely cites that case as a basis for his 
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testimony with reference to the previous question, and he 
cites the section of the opinion upon which he bases his 
opinion. That, I submit, is not an attempt to make any 
legal interpretation of the opinion of the Court. It merely 
constitutes a basis for the witness’ conclusions. 


Presiding Examiner: It is the same type testimony I 
have heard in this case, Mr. McDugald. The objection is 
overruled. 

Mr. McDugald: Very well. 


Your Honor, may I simply say I assume you do not want 
to hear extensive argument on these, and as a consequence 
I am not arguing my point, though he says ‘‘must be done’’ 
to 
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meet the standard of the court. He is not using this as 


a public utility expert on rate of return normally does. 


I will proceed. At transcript 1328, I object to the part 
of the answer beginning at line 25, continuing through line 
4 of 1329. 


Presiding Examiner: Ending where? 


Mr. McDugald: Continuing through line 4, page 1329, 
your Honor. I particularly emphasize the part of the an- 
swer of the witness beginning at line 2, at transcript 1329, 
as being an expression of a legal opinion by an unqualified 
witness, and, additionally, as being argumentative and 
completely beyond the scope of the answer required to the 
question proposed at line 9 of transcript 1928. 


Mr. Danaher: We oppose the objection to the question. 
Jt seems to us that is very similar to the objections here- 
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tofore made to the witness’ testimony. This is an ex- 
pression of an opinion by an expert whose qualifications 
have not been challenged. 

Presiding Examiner: These answers—and the partic- 
ular one—show the basis upon which he expresses his opin- 
ion. 

Your objection is overruled. 

Mr. MeDugald: Very well, sir. 

My next objection, Your Honor, is at transcript 1354, 


line 18. I object to the question there, your Honor, in 
that there is absolutely no predicate whatsoever in the 
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record of this proceeding to such question. It is a broad, 
unqualified question. No one has suggested that it is im- 


possible, or virtually impossible, to compensate a producer 
for production. I say the question is improperly pro- 
pounded to this witness. 


Presiding Examiner: ‘That is the question, you say, that 
starts at line 18? 


Mr. MeDugald: Yes, sir. 


Mr. Danaher: It is purely an expression of opinion by 
the witness as an expert, Mr. Examiner. 


Mr. MeDugald: Mr. Danaher, I am objecting to your 
question at the moment. 


Mr. Danaher: Oh, I see. 
Well, we— 


Mr. McDugald: Maybe it is your opinion? 
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Mr. Danaher: Well, we oppose the objection on the 
ground that the question calls for an expression of an 
opinion by an expert who, so far as this record shows, is 
thoroughly qualified to make a proper response to the 
question as it appears in the record. 


Presiding Examiner: The objection is overruled, Mr. 
McDugald. 


Mr. McDugald: Mr. Examiner, I think that completes 
the objections I am prepared to make at this time. 


Presiding Examiner: Are there any other objections? 
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Is there any cross-examination? 
Mr. McDugald: Shall I proceed, your Honor? 
Presiding Examiner: Yes. 

Cross-Ezamination by Mr. McDugald. 


Q. Mr. Van Scoyoe, you testified in the matter of Amere 
Gas Utilities et al., Docket G-6358? 

A. Yes, I did. 

Q. Do you know whether or not the decision of the 

Examiner is reported at 15 FPC 760? 

A. Ido not know that to be the correct number. I know 
it is reported in the Commission’s reports. 

Q. Would you accept subject to check that I have looked 
it up and that it is? 

A. Yes, sir, I will. 

Q. And the Commission’s decision affirming the Exam- 
iner according to my check appears at 15 FPC 781, is that 
correct? 
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A. I will agree with your reference. I do not know 
whether it is correct. I will accept it. 

Q. The Amere proceedings related to the accounting 
treatment of tax deferrals under 167 of the Internal Rev- 
enue Code? 

A. That is correct. 

Q. Would you agree at page 782 of Volume 18 in which 
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the decision of the Commission is reported, the Commission 
stated ‘‘It is clear that the charging of greater depreciation 
during the early life of a property and charging of less 
during the later life operates to create a deferral of in- 
come tax. The fact that there may be continuous additions 
to plant year by year with the result that there will be a 
balance in the reserve account at all times in the fore- 


seeable future does not prove that there is no tax deferral. 
On the contrary it proves that there is a continuing tax 
deferral so long as additional facilities are being installed. 
This is precisely what Congress intended.”’ 


Have I quoted correctly from that decision? 

A. IL don’t know. I don’t have it before me. I assume 
for the purpose of your question you correctly read it. 

Q. I think you appeared as a witness in Amere? 

A. Yes. 

Q. And you there advocated deferred tax accounting 
treatment with respect to the liberalized depreciation dif- 
ferent from that adopted by the Commission? 


Mr. Danaher: I object to the question if it is an attempt 
to impeach this witness’ direct testimony. The record 
should be read to the witness, question and answer, so that 
the interpretation of counsel can be confirmed by the wit- 
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ness if it is a fact. If this is an attempt to impeach, I sub- 
mit the only method is to refer to question and answer 
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in the record referred to by counsel, and he should not be 
called upon— 


Presiding Examiner: I am sure this witness knows 
whether or not the Commission followed his recommenda- 
tions. 


Mr. Danaher: I don’t think that is the question. It is 
an attempt to impeach Mr. Van Scoyoc’s testimony in that 
proceeding, not the ruling of the Commission. 


Presiding Examiner: Your objection is overruled. 
Mr. McDugald: Is the objection overruled? 


Presiding Examiner: Yes. 


A. If I understand the question correctly, you asked 
whether I had sponsored a method of deferred tax ac- 
counting different from the Commission’s. 


By Mr. McDugald: 

Q. With respect to accelerated or liberalized deprecia- 
tion different from that adopted by the Commission? 

A. I did not sponsor any deferred tax accounting pro- 
posal. 

Q. Let me ask you this, then— 

A. The Commission adopted a deferred tax accounting 
proposal. 

Q. Is the position you advocated in the Amere case as 
a witness consistent with your testimony in this proceed- 
ing at transcript 1265 through 1306? 

A. Precisely the same. 
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It is the same? 

Yes, sir. 

You also testified in the El Paso case, Docket G-4769? 

Yes. 

The rate case? 

Yes. 

And that was concerned with the rate treatment of 
deferred taxes associated with liberalized depreciation un- 
der 167, is that right? 

A. Yes. 

Q. And was the position you took there consistent with 
the position you take at transcript 1265 through 1306 of 
those proceedings concerning the same subject matter? 

A. Precisely the same. 

Q. Section 167 of the Internal Revenue Code has not 
been amended or changed subsequent to your testimony 
in the El Paso case? 

A. No. But there have been two Court of Appeals deci- 
sions dealing with this snbject matter. 

Q. Except for the dollar amount of reserves, do you 
here contend there are present in these proceedings any 
facts, conditions, or circumstances significantly different 
from those in the El Paso case? 

A. Yes. 
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Q. There are? 

A. Yes, sir. 

Q. Would you outline those for us, please? 

A. The Commission’s decision in the El Paso case was 
based upon the same rationale it employed in the Amere 
case, and that rationale was that it was the intent of Con- 
gress through passage of the Internal Revenue Act of 1954, 
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particularly Section 167, that the savings in taxes result- 
ing from the use of accelerated depreciation belonged to 
the utility. The Court of Appeals for the Fifth Cireuit— 


Mr. McDugald: May it please your Honor, I think the 
witness is getting ready to interpret Court decisions. 

The Witness: Yes, sir. You asked me if any facts or 
circumstances have changed. 


Mr. McDugald: I object to the witness testifying as 
to legal decisions. I asked him facts and circumstances, 
and a legal decision is not a fact or circumstance. 

Presiding Examiner: Just because you are not getting 
the answer you want is no reason for you to object. 

Mr. McDugald: Do I understand this witness will be 
permitted to testify as to interpretations of legal decisions? 


Presiding Examiner: Do you want to withdraw the 
question? 


Mr. McDugald: No, sir, I do not. 


Presiding Examiner: Very well. Continue with your 
answer. 
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The Witness: The Court of Appeals for the Fifth Cir- 
cuit in that case agreed with the Commission that they 
could treat with accelerated depreciation as they had 
treated it in that case. However, they made it clear that 
it was discretionary with the Commission as to the treat- 
ment that would be employed, that it was not any question 
of the intent of Congress. 


The Commission following up in a brief in opposition 
to the petition for certiorari filed in the Supreme Court 
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by the Publie Utilities Commission of California, which 
the Solicitor General of the United States signed, in op- 
posing certiorari stated as follows: 


“The issue is not a basic question affecting the law 
of utility regulation, but a relatively narrow though re- 
curring accounting problem within the discretionary prov- 
ince of the Federal Power Commission.’’ 


Therefore, I say the circumstances have changed sinee 
the Commission’s decision in the KE] Paso case. 


By Mr. MeDugald: 

Q. This is the only circumstance you are speaking of? 

‘A. Yes. 

Q. Other than your legal interpretation, have there 
been any other changes in the facts, conditions or circum- 
stances that are significantly different from those in the 
E1 Paso case? 
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A. I have not made a legal determination, Mr. Me- 
Dugald. I have simply referred to the language in the 
documents of the Court and the document of this Com- 
mission. 


Aside from what has happened that I have referred to, 
the facts and cireumstances are the same except that we 
have had more years since that time of developments in 
this particular area, not only with respect to this Com- 
mission but among the State Commissions as well. 

Q. I think you mentioned the Supreme Court. The 
certiorari was denied? 

A. It was denied. 

Q. And you did testify, too, I believe, in the United 
Fuel Gas proceedings at Docket G-2451, is that correct? 
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A. That is correct. 

Q. And to shorten this, didn’t both the Examiner and 
the Commission in both these cases hold the company 
should retain the benefits of liberalized depreciation and 
was not the Commission’s decision in this proceeding also 
affirmed by the Court of Appeals for the Fourth Circuit 
on October 6, 1961? 

‘A. Yes, sir. That is true. And there the Court made 
it clear, also, that it was discretionary with the Commis- 
sion. I think I should correct my previous answer. There 
is one other circumstance that has changed, and that is the 
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Commission’s decision in the Northern Natural and Pan- 
handle cases, where they confessed that they had been in 
error in giving all of the benefits of accelerated deprecia- 
tion to the utilities and took the position that the utility 


should only get the benefit of 114 percent on the cus- 
tomers’ money. 
Who made this confession? 
The Federal Power Commission. 
And this, then, is the only other circumstance? 
Those are the only circumstances. 


. Albrecht: Did you say Panhandle? 


The Witness: Yes. And perhaps Kansas-Nebraska, al- 
so; Panhandle, Northern Natural and perhaps Kansas- 
Nebraska, 

By Mr. McDugald: 

Q. Let’s take a quick look, or let’s refer briefly to 
Section 168 of the Internal Revenue Code. That relates 


to accelerated amortization of certificated defense facili- 
ties, doesn’t it? 
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A. Yes. 

Q. And certificates are not being issued now that would 
permit such amortization? 

A. At least not to utilities. There may be some cer- 
tificates to very special defense facilities, I don’t know 
of any, but not to utilities. 

Q. You did, however, take a position with reference to 
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normalization of taxes in connection with 168? 

A. In what ease, sir? 

Q. I was under the impression you had testified in 
the Panhandle decision—Panhandle case? 

A. No, sir, I did not. 

Q. Let me ask you this, then: Have you ever testified 
in a case with reference to 168, on normalization of taxes? 


A. Not specifically, but I have been asked questions 
about it. 


Wait—yes, I have. I testified in that connection before 
the Oregon and Washington Commissions, with respect 
to certificates which two electric—three electric utilities 
had received from the government to construct hydro- 
electric plants. 

Q. Your position with reference to normalization of 
taxes under 168 is substantially comparable to your posi- 
tion with reference to normalization of taxes under 167, is 
that correct? 

A. That would depend on the circumstances. Let me 
explain. In the cases to which I referred the certificates 
had already been received under orders of those Com- 
missions which permitted normalization, and I took the 
position in those cases that in view of that fact, that the 
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normalization procedure should be completed, that it 
wouldn’t be fair nor 
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equitable, at that stage, having collected the money from 
the customers under a normalization scheme, to reverse it. 
Those are only five-year amortizations, so it is a short- 
term affair. But it has been my position were we starting 
afresh with respect to Section 168 that my position would 
be the same as that with respect to Section 167. 

Q. All right, sir. Let’s turn to your testimony be- 
ginning at 1306, Mr. Van Scoyoe. 

A. Could you give me the other pages? 

Q. It is Part III, Chapter 3. 


Presiding Examiner: What page was it? 
Mr. MeDugald: 1306. 


The Witness: Would you give me also the page of the 
prepared testimony? 


Mr. John McGrath: Page 35. 


By Mr. McDugald: 

Q. As I understand your concept of the cost method 
of rate regulation, the rate payers in essence pay all labor 
and other operating expenses of the regulated enterprise, 
plus income taxes and a return on investment, together with 
a return of all capital invested in the enterprise through 
allowance of depletion, depreciation and amortization. 


Is that a correct summary? 
A. Yes, sir. 
Q. Since this is so, I assume you also believe they are 
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the purchasers of gas, really, in essence from the pro- 
ducers, the payer of wages and all other associated ex- 
penses of the operation, is that right? 

A. In essence that is true under the cost of service 
method of regulation. 

Q. Under your concept of the cost method of regulation, 
the customers must compensate the investor in such regu- 
lated enterprise for all risks of the business, and this must 
be done through an allowed rate of return on invested 
capital. 


Is that correct in so far as you are concerned? 

A. That is correct, sir. 

Q. Are you saying that all risks of the enterprise are 
assumed by the customers under the cost method? 

A. Yes, sir. They have to be assumed, they have to 
be compensated for. 

Q. And it makes no difference what kind of property 
the capital of the regulated enterprise is invested in, that 
ix transmission facilities, producing properties, railroads, 
buses or airplanes, is that correct? 

‘A. It makes no difference in the sense that the financial 
risk to the investor who puts his money into the enterprise 
must be compensated for by the customer; otherwise the 
investor will not continue to put his money into the enter- 
prise. 

Q. And all invested capital must be returned through 
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allowance of depletion, depreciation or amortization, as I 
understand you to state at transcript 1319, is that correct? 
A. Yes, sir. 
Q. Am I correct that here you mean the customers— 
strike that, please. 
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Well, could I say this: Essentially, Mr. Van Scoyoe, do 
you believe a regulated enterprise is more or less of a 
conduit and the investors simply sit back and get their 
guaranteed return on capital? 

A. You introduced ‘‘guaranteed return’’ into your ques- 
tion. Obviously, the return is not guaranteed. The in- 
vestor is guaranteed an opportunity to earn a fair return, 
but the return itself is not guaranteed. And that is one of 
the risks of the business for which the rate of return com- 
pensates the investor. 

Q. Other than that, though, in your opinion a regulated 
industry is just more or less of a conduit of costs, is that 
correct? 

A. Under the cost method of regulation it is certainly 
so recognized. 

Q. As I understand your statement at 1322 there is 
no distinction in your mind between the ownership and 
production of gas reserves and, for instance, the ownership 
and operation of a bus, in this regard? 

A. In your question are you assuming that — 
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I am assuming the cost method. 

—that they are both subject to regulation? 

Oh, yes. 

Leaving aside any differences as to regulatory stat- 
ute provision, and that sort of thing, if they were both 
regulated on the same basis I would say there would be 
no difference in principle. 

Q. I see. 

A. The techniques of regulation may be somewhat dif- 
ferent with respect to a bus company than with respect 
to a natural gas producer, and the risks may be different. 
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Q. The risks may be different? 

A. Yes, sir. 

Q. I sec. Let’s see if we can clarify one other thing, 
and go back to 1310 for a minute. You say ‘‘The oppor- 
tunity to make a profit is the incentive that causes the 
investment of capital in a public utility enterprise.” 

Do you see that? 

A. Yes, sir. 

Q. And you point out at 1310, and again later on, I 
believe, in the transcript, that as to a public utility the 
opportunity is limited, is it not? 

A. Yes, as to the level of profits. 

Q. As to the level of profits? 

A. Yes. 
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Q. Now, actually, the profit incentive exists as to any 
investment in any business, doesn’t it? 

A. Yes, sir. 

Q. In fact, if you will forgive me, I rather suspect 
that might have been one reason you became a consultant, 
isn’t it? 

A. Well, it might be. At least, I certainly recognize the 
profit motive in our society, and that profit provides the 
incentive. 

Q. As a consultant, Mr. Van Seoyoe, you have testified 
before many state and federal agencies in this country, 
and you have been in Canada quite a bit lately, too, isn’t 
that right? 

A. Lhave testified before a number of state commis- 
sions, and I think so far as federal agencies, only two. T 
have testified in Canada on about three occasions, I believe. 

Q. Have you not in all of these proceedings testified and 
sponsored a rather literal and strict cost approach? In 
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all these proceedings relating to rates that you have testi- 
fied in at state level, at federal agency level, haven’t you 
testified and sponsored a very literal application of the 
cost method? 

A. I would have to have a definition of how you use 
‘“‘literal.’’ 

Q. Have you ever recommended, say, any deviation 
from 
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the concept of cost regulation that we have been discussing 
here before any state or federal agency? 

A. I have never recommended any deviation from the 
cost method of regulation before the Federal Power Com- 
mission or before a state commission. I recognize, how- 
ever, that certain of the state commissions have statutes 
and Supreme Court decisions outstanding which require 


a fair-value rate base. 

My own philosophy on regulation is grounded completely 
in the cost method as we know it in proceedings before 
the Federal Power Commission. 

Q. I am not trying in the least bit to be offensive, but 
you have been consistent in this since 1938, have you not? 

A. Yes, sir, and before. 

Q. How old were you when you started thinking about 
it? 

Mr. Danaher: I object to the question. 

Mr. MeDugald: I will withdraw it. 

By Mr. MeDugald: 

Q. I am certain you would agree with me that, as a 
person reads your testimony in this proceeding, which I 
assume is your most recent expression, you have not 
deviated from those views to date? 
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A. No, sir, I have not deviated in my views as to 
the advantages of the cost method of regulation to the 
consumers, to the investors, and to the regulatory agencies. 
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Q. I rather hate to use the word ‘‘deviation.’’ It has 
connotations at times, and I didn’t intend it that way. 


Let's go on. In the Seaboard, Texaco-Seaboard case, 
Docket C161-118, C161-119, and C161-157, at page 1658, 
would you agree with me in response to this question di- 
rected to you by the Presiding Examiner, namely, ‘‘On the 
views which you have expressed here in your judgment 
these orders are ill-advised and unfortunate, is that 
correct?’ 

A. I would have to look at the transcript. 

Q. I am going to hand it to you. Let me do that now. 

Let’s go back and start here, Mr. Van Scoyoe, at page 
11, and the Presiding Examiner asks as follows: ‘‘On the 
problem of area pricing’’—this was an independent pro- 
ducer case? 

A. Yes, sir. Initial pricing case. 

Q. —‘‘I am sure you are aware, of course, of the 
Commission’s policy statement governing what they con- 
sider to be area prices, 61-1, and the others,’’ and your 
answer was ‘Yes, sir.’’ Is that a correct quotation? 

A. That is correct. 

Q. And the Examiner’s next question was ‘‘On the 
views which you have expressed in your statement these 
orders are ill-advised and unfortunate, isn’t that right?’’ 
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A. Yes, sir. 

Q. That proceeding was not an independent producer 
rate base, was it? 

A. No. That was a certificate case. 

Q. Would I be correct to assume the views you there 
expressed with reference to area pricing would be your 
views in determining a producer price under either Sec- 


tion 4 or Section 5 of the Natural Gas Act? 


Mr. Danaher: I submit we have gone far afield from 
the witness’ direct examination, and I object to the ques- 
tion on that ground. 


Presiding Examiner: The objection is overruled. 

A. My position with respect to the area rate orders, 
policy orders, particularly the first one, 61-1, which was 
issued — 


By Mr. MeDugald: 

Q. Let’s identify that. That is the statement of general 
policy No. 61-1, that we have reference to? 

‘A. That is right. That was issued coincidentally with 
the issuance of the Commission's opinion in the Phillips 
Petroleum Company case. In that statement of policy 
there was a great deal of language which indicated that 
the cost method of regulation was not practical or feasible, 
and a lot of other 
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language to that effect, with which I disagreed. That was 
what prompted my answer to which you referred in the 
Texaco-Seaboard case. If area rates are based upon cost 
rather than upon the market price of gas, which the policy 
statement seemed to indicate would be given major if not 
entire weight in a determination of area prices, then I 
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think that there is a possibility that area pricing may 
work, provided that those producers who have costs in 
excess of the area price do not set area price determination 
on the grounds that they have been denied their consti- 
tutional rights to a fair rate of return. 


You will recall that in the Permian case and in the South 
Louisiana case there are a number of producers who have 
raised that very point and insisted that their own indi- 
vidual costs be used, and not an area price, if those costs 
exceed the area price. 


I am very much concerned that the area price procedure, 
regardless of how everyone may try to make it work, will 
turn out to be a dismal failure after an expenditure of a 
tremendous amount of time and money. 


Mr. Jerome McGrath: May we have the morning re- 
cess, Mr. Examiner? 
Presiding Examiner: Very well. We will stand in re- 
cess for 15 minutes. 
(Whereupon, at 11:30 a.m. the hearing was recessed 
until 
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Presiding Examiner: The hearing will be in order. 


By Mr. McDugald: 

Q. Just before the recess you had been discussing the 
situation as it existed in light of the recent decision by the 
Court in the Phillips case. Do I understand your remarks 
then to say that there is some other method of regulation 
in this area of production, other than a cost of service 
method, that can be applied? 
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A. Well, the Commission has applied, or is attempting 
to apply, a method of regulation which is based on area 
prices which—in which the prices themselves have not been 
based upon costs of production of individual producers 
nor have they been based upon an average of the costs of 
all the producers in the area. Perhaps the proper word 
to describe it would be an ‘‘interim’’ method of regulation, 
pending a final determination which would be based upon 
the results of the area rate proceedings which have been 
instituted and which are more or less in progress today. 


So certainly there is another method, or other methods, 
which have been advocated by various natural gas com- 
panies, and with respect to the regulation of producers 
there are methods other than the cost method. 

Q. Do you agree with any of these other methods? 

A. No. As I previously said, Iam not in agreement with 
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any method which is based upon the market price of gas. 

Q. Just so that I can be clear — 

A. The cost method price is the only objective means 
that I know of of determining a just and reasonable rate 
with respect to producers. 

Q. That is what I wanted to know, with respect to 
producers. 

A. Yes. 


Presiding Examiner: When you talk of ‘‘other meth- 
ods,’? what name do you give these other methods? Is it 
‘“‘market value’’? 


The Witness: Several terms have been used to describe 
it, Mr. Examiner. The commodity value method is one 
term that has been used. 
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Presiding Examiner: Is that the same as ‘‘market 


value’’? 


The Witness: Which is substantially synonymous with 
‘‘market value.’’ Then you have the ‘‘field price method,”’ 
which is another term, which the Commission used in the 
Panhandle case. 


By Mr. MeDugald: 

Q. Isn’t that pretty much syncnymous, too, with ‘‘Com- 
modity Value’’ or ‘‘market value’’? 

A. It depends on whether you are talking about the 
gcing market price. In other words, the prices being 
entered into currently for new gas, which is truly the 
market price today, as 
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contrasted with an average of prices being paid, and some 


of those prices were the results of contracts entered into 
a number of years ago. It has been loosely called the com- 
modity value method or field price method, but it is not 
truly by definition a market value method. It is a modi- 
fication of it. 


Presiding Examiner: Then when you use ‘‘commodi- 
ty value’’ you are averaging out the commodity price paid 
for gas, is that what you are talking about? 

A. The term ‘‘commodity value’’ has been used to mean 
an average of the prices that are now being paid, it has 
also been used to mean the current market value of gas, 
what is the going price, what are the prices in the new 
contracts, for new gas. 


I don’t think it is a term of exact meaning, and hasn’t 
been used as a precise term. It is a rather loose term. 
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Presiding Examiner: Thank you. 
Mr. MeDugald: Shall I continue, your Honor? 
Presiding Examiner: Yes. 


By Mr. MeDugald: 

Q. Let me see if I am completely clear here, then, Mr. 
Van Scoyoe. Regardless of terminology, leaving out the 
semantics for the moment, you basically disagree with any 
approach to the pricing of production as a commodity, 
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whether it be on an area price basis or commodity, field 
price, market price, or any of these areas, is that correct? 

A. I would have to qualify my answer to this extent, I 
would be opposed to a method of pricing of gas sold by 
producers in interstate commerce which is not based upon 
the cost concept of regulation. 

Q. Let me ask you this one last question, Mr. Van 
Scoyoc: I know you have views to the contrary, but let’s 
assume for the moment that the pricing of gas on an area 
price basis, or market-value basis, or some comparable 
basis, is found by responsible authorities to be necessary 
to provide the proper incentive to continue to augment the 
reserves of these United States through exploration and 
development. 


Would you still be basically opposed to the use of this 
method of regulation? 

A. Well, I don’t know what you mean by ‘‘proper 
authorities.’’ 

Q. I am talking about the Federal Power Commission, 
and since you have suggested some doubt in your mind, 
let’s say affirmed by the Courts. 
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A. That wouldn’t change my thinking on a basis—as 
to what a proper basis of regulation would be. If the 
Supreme Court upheld such a basis, then of course we 
would have to live with it, so to speak. 

Q. That has been sort of traditional. hasn’t it? 
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A. Yes. But the Federal Power Commission thought 
the commodity value field price approach was proper for 
produced gas of Panhandle Eastern Pipe Line Company. 
I disagreed with that and the Court disagreed with it. It 
didn’t change the fact that the Federal Power Commission 
felt it was the best method, which was contrary to my 
recommendation. It didn’t change my opinion as to what 
was the proper method. 

Q. Let’s go back to the profit method for a moment, 
and I think we have agreed we are both heartily in favor 
of the profit motive in these United States, and I think also 
we have agreed the profit motive is not confined to the 
public utility segment of our economy, is that not right? 

A. That is correct. 

Q. But in the unregulated industry this profit incentive 
is not limited by any regulatory commission, as in the 
case of a pipeline, isn’t that correct? 

A. That is true. And it is not protected by any regu- 
latory commission, either. 

Q. It is limited, though, by competitive forces? 

A. Yes, sir. By and large that is correct. 

Q. In other words, if a company in a particular in- 
dustry prices its product too high, he will lose his market, 
can’t he? 

A. Yes, I think generally that would follow. 

Q. I guess this high pricing of his product could be 
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caused by his being a bit greedy and trying for a higher 
profit, isn’t that right? 

A. Could be, unless he has a monopoly situation. 

Q. And conversely, by an increase in costs that forces 
his prices up to the point where he priced himself out of 
the market? 

A. Yes, sir. 

Q. And he has no guarantee, then, that the publie¢ will 
accept his price, isn’t that true? 


Mr. Danaher: Mr. Examiner, I think in this line of 
questioning we should distinguish whether we are talking 
about regulated or non-regulated activities. If you price 
yourself out of the market in a regulated utility where 
there is no competition, it is entirely different from pricing 
yourself out of the market in a non-regulated situation. 


In one instance you may price yourself out of the market, 
on the other hand if you have a so-called monopoly, it 
would be pretty hard to price yourself out of the market. 


Mr. McDugald: I think we have made the distinction, 
and I think the witness understands that at this moment 
we are speaking of an unregulated utility. Isn’t that 
correct? 


The Witness: It is my understanding we are talking 
about an unregulated corporation or business. 


By Mr. McDugald: 
Q. Forgive me, I am sorry. I stand corrected. An 
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unregulated business. 


Mr. MeDugald: May I proceed, your Honor? 
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Presiding Examiner: Yes. 


By Mr. MeDugald: 

Q. If that price gets beyond the point of public accept- 
ance—and I am talking about an unregulated business, the 
price has to be reduced to the point of public acceptance, 
doesn’t it? 

A. If the business wants to continue in business, it has 
to make sales. If the people will not buy at the price, it 
is not going to make the sales. 

Q. And if the price at which the people will buy doesn’t 
cover his costs, he goes out of business, doesn’t he? 

A. In the long run certainly that would be the case. 

Q. Let me ask you this, and I am still in the unregu- 
lated company field: When a consumer pays a price for a 
product that covers all of the seller’s expenses plus a net 
return on his investment, taxes and depreciation cost of 
facilities would that consumer in your opinion be the 
payer of expenses, the payer of labor, of taxes and the 
seller in this instance simply a conduit, as we have de- 
scribed it, of the pipeline’s expenses? 

A. In a sense he would be, because that is the only 
source of income, I assume, to the business. However, with 
respect to a regulated company we have regulatory 
conventions, 


2140 


regulatory rules and regulations, and, of course, the laws, 
which place the consumer of a regulated industry in some- 
what of a different position from the consumer buying 
from an unregulated industry. 

Q. We do agree that in an economic sense this situation 
is essentially no different from a regulated operation, in 
the sense of paying through? 
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A. In a broad economic sense, I would agree with you. 
‘Actually, though, we do know that the relationship, legal 
relationship spelled out as between the consumer on the 
one hand and the regulated company is somewhat different, 
because by reason of the regulatory statute the industry has 
a captive market, so to speak. 

Q. Does the Federal Power Commission then guarantee 
acompany subject to its jurisdiction that its customers will 
buy gas from it if there is another source available at a 
more attractive price? 

A. Whether or not his customers will buy gas from a— 

Q. I don’t believe you are getting right to my question. 

A. Well, I am trying to get to it. Whether or not a 
customer — 

Q. Could you answer it, and then add whatever you 
want? 


The Witness: May I have the question read? 
(Question read) 
A. No, the Federal Power Commission doesn’t give 
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what we call a guarantee. But the customers of a natural 
gas pipeline company—take Natural’s customers for ex- 
ample—sign up for 20-year contracts, and throughout the 
term of that contract the terms and conditions of that 
contract, which are a part of the tariff on file with the 
Federal Power Commission, govern the relationship as 
to the purchase of gas. 


By Mr. McDugald: 

Q. May I ask you right there, isn’t this contract between 
Natural and its customers a privately-negotiated contract? 
Isn’t this something they negotiate between themselves, 
and it is simply subject to review by the Commission? 
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«A. It is negotiated within the framework of the Natural 
Gas Act, the rules and regulations of the Commission. 

Q. The Commission doesn’t say to Iowa-Illinois ‘‘You 
sign up for 90 years,’’ does it? 

A. No, except on new pipeline projects the Commission 
would not—and also major expansion of existing pipeline 
companies, I don’t believe the Commission would certificate 
a project unless they were signed up. 

Q. But this is an economic thing, though, is it not, that 
we are talking about? For instance, if I were going to 
build a plant in Iowa to produce a certain product, and I 
didn’t have much money and I went out and got some 
contracts with purchasers, wouldn’t I as a general rule 
to properly 
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finance this have to go into New York with good, long-term 
contracts to show that I had a feasible project? Isn’t that 
so as a general rule? 


Mr. Danaher: May I inquire as to what phase of the 
question Mr. McDugald is referring to now? Are you dis- 
cussing the utility, or are you discussing private industry? 


Mr. MeDugald: I think the witness understands me. 


Mr. Danaher: I submit that should be made clear to 
the witness. 


Mr. MeDugald: Is there any doubt as to what I have 
in mind? Let’s build a fertilizer plant. 

A. If the promoters of a fertilizer plant did not have 
sufficient capital of their own and wanted to go into busi- 
ness and would have to borrow additional capital, I think 
they would have to demonstrate to whomever they were 
attempting to borrow capital from that they had a feasible 
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project, and long-term contracts for the purpose of what- 
ever ingredients went into the fertilizer, and long-term 
contracts with people who wanted to buy fertilizer would 
certainly be helpful, I think, in securing a loan. 


By Mr. MeDugald: 

Q. This is a fertilizer plant that is utilizing natural 
gas—there are some, I wanted to make that clear—not 
coal, or anything else. 


In so far as a natural gas company is concerned, using 
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that within the context of the term as used in the Natural 
Gas Act, have we not agreed that neither the Federal 
Power Commission nor any other agency of the government 
guarantees that company a profit or return on its in- 
vestment? 

A. Yes, we have agreed that the guarantee only goes 
to the opportunity to earn a fair return. 

Q. Under this capitalistic system under which we live, 
does it guarantee any unregulated company any return or 
profit on its operations, the system? 

A. When you say ‘‘it guarantees,’’ to whom do you 
refer? 

Q. Does this capitalistic, profit system under which we 
live guarantee returns to unregulated companies, or just 
the opportunity to make a profit? 

A. There is no governmental guarantee even of the 
opportunity to make a return with respect to unregulated 
enterprises. 

Q. Nor under the profit system under which we live— 
it is the opportunity to make a profit, isn’t that correct? 

A. Well, that is what makes the profit system tick. 
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Q. Correct. And that is true whether it is regulated or 
unregulated, isn’t it? 

A. Yes, sir. 

Q. Then, essentially both the regulated and the un- 
regulated company have simply a guarantee under our 
system 
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of government and under the statutes pertaining to the 
regulation of the natural gas industry in so far as natural 
gas companies are concerned, an opportunity to make a 
profit, or return. The regulated companies, however, such 
as natural gas, have a ceiling, more or less, on those profits 
or returns, isn’t that correct? 

A. I would like to have the question read. 

(Question read) 

A. Icouldn’t give you an unqualified categorical answer 
to that. I think you brought in a guarantee as to an un- 
regulated company, unregulated industry, in the first part 
of your question. 


Mr. MeDugald: Perhaps it is poorly phrased. Maybe 
I can be more succinct. 


By Mr. MeDugald: 

Q. I am simply asking this: As between a regulated 
company and an unregulated company in these United 
States, we have agreed that the profit motive is the reason 
both of the companies are in business? 

A. Yes. 

Q. But that neither company is guaranteed a profit, by 
anybody? 

A. Yes, 
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Q. But that the regulated company as a general rule 
has a ceiling on the profits it can make, by virtue of the 
regulatory 

2145 
authority exercised? 

A. That is true. It also has an opportunity which is 
not given to the unregulated business, the opportunity to 
impose an inerease in the cost of its product upon the 
customers, by virtue of governmental authority. 

Q. Let me explore that with you: It is given an oppor- 
tunity to impose an inerease by virtue of governmental 
authority, and I assume you have particular reference to 
fhe Natural Gas Act? 

A. Yes, sir, or utility in general. 

Q. Will you point out to me where in Section 4 that 
opportunity is developed? 

A. Natural has an opportunity, or any natural gas 
company, under the Act, to file for an increase in rates 
for any amount he wants and to put that inerease into 
effect after a six-month period. 

Q. Is that by virtue of Section 4 or by virtue of the 
contractual provisions between Natural and its customers? 

A. Then we get into discussing the Supreme Court 
decision in the Memphis case. 

Q. We always get back before the Supreme Court when 
you testify, don’t we? 

A. It is my understanding—and it is simply my under- 
standing—that this is provided by the Natural Gas ‘Act 
itself. 
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Q. That is your understanding? 
A. Yes, sir. 
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Q. Since I am afraid you and I disagree on a matter 
of law, I will ask you to assume something. Let’s assume 
the Supreme Court held the question of whether a pipeline 
had the right to make a unilateral increase in the rates 
it was going to charge its customers does in fact depend 
on the contractual terms existing between the pipeline and 
its customers rather than some provision in Section 4— 
will you accept that as an assumption? 


Then would you agree that it is not regulation that gives 
a company such as Natural the right to collect increased 
revenues any more so than a non-regulated business, but 
that it is essentially the type of business, whether or not 
regulated, that finally determines whether an increase in 
price can be collected from the customers? 


Mr. Danaher: Do you understand the question? 


The Witness: You want me to assume that the Natural 


Gas Act does not permit unilateral filings by pipeline 
companies of rate increases? 


By Mr. MeDugald: 

Q. Does not give them the right to make unilateral 
filings, despite the contractual provisions that exist be- 
tween the pipeline and its customers. 

A. The only right the company would have would be a 
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right which it gets py reason of contracts between it and 
its customers, is that right? 

Q. That is correct. 

A. Iwould say that under that circumstance, of course, 
the Natural Gas Act does not trigger the rate increase, 
but the rate increase itself would certainly be under the 
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Natural Gas Act and would be subject to the Commission's 
jurisdiction, 

Q. ‘And the ceiling? 

A. And the ceiling which would be placed, yes, sir. 

Presiding Examiner: Yoy are not saying here a naty- 
ral gas company can not obtain a reasonable rate of return 
under the Natural Gas Act, are you? 

The Witness: We were referring only to Section 4 of 
the Natural Gas Act. 


Mr. MeDugald: That is right, 


The Witness: The company will have some rights un- 
der Section 5 to obtain an increase in rates, as I under- 
stand it, 


By Mr. MecDugald; 
Q. That is a g00d, long, legal question we would spend 
the rest of the day on, Mr. Van Seoyoe, 


Let’s turn to transcript 1308. Lo you have that in front 
of you? 

A. Yes. 

Q. Iam looking at line 21. In describing there, 
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Mr. Van Scoyoe, the commodity value method—I am using 
that term pretty loos Natural’s production, 
—I assume 
tion costs under the 

method, is that right? 

A. Yes, under the cost method of regulation, the 
amounts the company has recorded on its books as its 
cost. 

Q. In lieu of such costs Natural has used what you 
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describe as a fictitious cost for its own production, namely 
a commodity value or field value. And I think at transcript 
1309 and continuing over to 1310 you refer to this as a 
writeup of Natural’s actual operating costs. Do you see 
those statements? 

A. Yes, sir. 

Q. Let me ask you this: Is it also your position that 
in so far as an independent producer is concerned if the 
Commission utilizes area prices, in other words, those 
contained under its general policy statement 61-1, and per- 
mits the producers to sell gas, say to Natural, at these 
area prices, that the Commission would in effect be utilizing 
a fictitious cost in authorizing such sales at such prices 
and permitting a writeup of their actual costs? 

A. They wouldn’t be using cost. They would be pricing 
the gas at a field price or commodity value or market value 
or area price or whatever it is, and just how that was 
determined 
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I don’t know. We don’t know yet how it will be determined. 

Q. Would you deseribe it as a fictitious cost? 

A. It wouldn’t be a cost at all. 

Q. If they give Natural a commodity value then it 
wouldn't be a cost at all? 

A. You are putting this into your cost of service, and 
I say it is not a cost. 

Q. The only thing you object to then in so far as 
Natural getting the commodity value is the fact we call 
it a part of our cost of service? 

A. No, I don’t say that. 

Q. We could end this cross-examination right here if we 
could agree on that. 
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A. No, I say you have put into your cost of service 
something that is a fiction. 

Q. When I sell a product as an independent producer 
subject to the regulation of the Federal Power Commission, 
at a price, I do have a cost, don’t I? 

A. Ordinarily you would have a cost, yes. 

Q. And it may well be that the return I make under 
the price method of selling that gas is three to four hundred 
percent, even, on my production properties, if I were lucky 
to get in at a cheap cost, isn’t that correct? 

A. I believe if you were to sell—if you were a pro- 
ducer and were to sell your production at several times its 
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cost, your return would be quite high. It might be two or 
three hundred percent. 

Q. I think our problem here is one of semantics, and 
I don’t think we can make much progress here, so I will 
go on, Mr. Van Scoyoe. 


I think you have already stated that in your view a fair 
price for gas production—and by this I mean one re- 
flected on the open market and within the area pricing 
standards that have been or will be prescribed by the 
Federal Power Commission, we hope—can never be just 
and reasonable for the consumer within the meaning of 
the Natural Gas Act unless and until such price has been 
supported by the particular producer on an original cost 
rate base method of determination, is that correct? 

‘A. Generally, that is my position. I feel that the pro- 
ducer should be compensated for selling his gas in inter- 
state commerce on the basis of giving him a price or rate 
for his gas which will cover his operating expenses, giving 
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him a return of his capital and a fair return commensurate 
with the risks of the business. 

Q. And you are completely catholic in your thought 
here, you make no distinction between producer, whether 
he is a big producer, little producer, pipeline producer, or 
otherwise? 

A. No, I make no difference in principle at all, as 
between — 
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Q. That is all I was asking. I just wanted to be sure. 
This is completely across-the-board, your feeling about it? 

A. That is right. I have testified in producer cases 
exactly as I have testified here and I have said that situa- 
tions may arise where a particular field will have a cost 
which will exceed the value of the service, and in that case 
some adjustment would have to be made. 


Mr. Albrecht: May I break in, just so I understand the 
witness’ last answer. When you said costs in a particular 
field, were you referring to an exceptionally high-price 
producer? 


The Witness: High-cost producer in a particular field. 


Mr. Albrecht: And you assumed variation in price al- 
lowed would have to be made, in some area approach? 

A. No, I was referring to the use of the cost method 
in determining the cost of service for each field. And you 
may have situations where a cost in a particular field 
would exceed the value of the service. It has been my 
experience those situations will be quite rare, but in those 
sorts of situations some adjustment would be necessary. 


In other words, it would not be feasible to increase the 
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rate for the sale of gas from that particular ficld to 
recover the full cost of service. 


By Mr. McDugald: 
Q. I am sorry, but now I am confused a little bit. Are 
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you saying—leaving aside what the Commission may or 
may not do, it is your basic belief they should regulate on 
a field basis, on the basis of average cost in the field? 

A. No, costs for a particular producer in the field. 

Q. I thought you said that. In other words, you advo- 
cate looking at each producer individually? 

A. Right. 

Q. And as I understand it, really, basically your belief 
is predicated on what you assert to be, in any event, a 
lack of any objective standard to test such price, as to 
justness and reasonableness on the cost of service method 
that you believe in? 

A. Without the use of the cost of service method there 
is no objective way to test it. 

Q. Isece. There is nothing objective other than the cost 
basis, in your opinion? 

A. Well, I would like somebody to tell me what it is, 
if there is something objective about some other method, 
particularly the market value method. 

Q. But you don’t know of any? 

A. I don’t know of any. 

Q. You don’t recognize any? 

A. I don’t recognize it, and I don’t know of anybody 
else that recognizes it, either. 

Q. Oh. Let me try this, then — 
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A. If I may add to that, in any regulated concept, in 
other words, if you are going to carry out the purposes 
of regulation it must be recognized. 

Q. ‘It’? being ‘‘cost’’? 

A. Yes, cost must be recognized if you are going to 
carry out the purposes of regulation. 

Q. And used, recognized and used, now, is what you are 
saying? 

A. Yes, sir. 

Q. Is it conceivable to you, Mr. Van Scoyoe, that in a 
regulated area the value of the service, irrespective of its 
cost, might be utilized? 

A. Value of service is a limiting factor on cost of serv- 
ico. In other words, the value of the service would be 
the absolute ceiling. And if the cost of service exceeded 
the value then it would have to be limited to the value of 
service, 

Q. We are back to another Supreme Court case, aren’t 
we? 


Let’s explore this area of pipeline production for a 
moment now, Mr. Van Scoyoe. Despite your pessimism in 
this regard, let’s assume the Commission does follow the 
area pricing as expressed in its statement of general policy 
No. 61-1 successfully. I mean, you could be wrong, they 
could work out a proper way of doing this, couldn’t they? 
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isn’t that true? 
‘A. I have no doubt the Commission can fix an areca 
price. They have done that all right. 
Q. You are just simply pessimistic as to whether they 
can be successful? 
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A. As to whether this is a just and reasonable rate; 
the Commission itself says it is not. So you have a price, 
but you don’t have a just and reasonable rate. 

Q. Let’s assume nevertheless they do follow the concept 
of area pricing, for our purposes here, and that they are 
sustained by the courts. Would this in any way change 
your position in so far as Natural’s own production is 
concerned? 


Let me try to be more specific, since that is pretty 
general. Would it still be your position that a pipeline’s 
production could be priced on a cost basis? 

A. Yes, sir. 

Q. Let me ask you this: Would your position be any 
different if the reserves in question were owned and oper- 
ated by a wholly-owned subsidiary of the pipeline company? 

A. No, sir. 

Q. It would still be cost? 

A. It would still be cost. 

Q. This would be true even though the subsidiary was 
separately financed and opereated from the pipeline’s 
operations? 

‘A. It couldn’t be separately financed if it were a 

2155 
subsidiary. 
Could not be separately financed? 
No, sir. 
It couldn’t issue bonds? 
That is only part of it. 
Preferred stock? 
. Itcould issue preferred stock, probably to the public. 
The common stock ownership would still be in the hands 
of Natural. 
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Q. Do you think you can only issue one class of com- 
mon stock? 

she. “NO; SIT; 

Q. Couldn’t the common stock of the company be non- 
voting common stock in the company, that was issued? 

A. You could issue voting stock and you could issue 
non-voting stock. So long as control exists, my opinion 
would be the same. 

Q. <All right, sir. 


Now let's change this just a little bit, and say that the 
pipeline—let’s talk abeut the pipeline as Natural, it comes 
easier to me. Let’s assume Natural owns only a 50 percent 
interest in the subsidiary and the other 50 percent is owned 
by six independent producers and yourself, and the sub- 
sidiary explores for, finds and develops new reserves, which 
it contracts to Natural. Would you still advocate 
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for the price at which such gas should be sold a method be 
based on cost method, even though other independent pro- 
ducers were permitted to obtain the area price under gen- 
eral statement No. 61-1? 

A. I don’t know. I can’t give you an answer on that 
offhand here, I would still use the cost method for this 
odd arrangement that you have suggested. 

Q. Is is odd because you own a piece of it, Mr. Van 
Seoyoc? 

A. No. It is not odd because I own a piece of it. 

Q. This doesn’t influence your thinking, the fact that 
you own something? 

A. No, it doesn’t, no. 

Q. Because I would be glad to take you out. 
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You say you are not prepared to express an opinion? 

A. No, I would say some accommodation would have 
to be made because of the fact that Natural does not own 
100 percent interest in the company. But so far as Nat- 
ural’s interest is concerned, I don’t see now any reason 
why I would change my view on it. 

Q. Let me see if I can get this through my head, Mr. 
Van Seoyoe. You are saying you are not prepared to ar- 
ticulate precisely how this would be done, but for each 
Mef of gas that this producer, this subsidiary producer, 
partially-owned producer, sold, half would be based on 
cost, and half on 
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perhaps area price. 
A. Could be. I see nothing wrong about doing that. 
Q. No, I am not asking you whether it is right or 


wrong. 

A. It is being done all the time. 

Presiding Examiner: Well, if you had two different 
prices for the same one, you couldn’t separate it between 
the stockholders, could you? It actually goes into one cor- 
porate fund, doesn’t it? 


The Witness: It goes into one corporate fund. 


Presiding Examiner: Is the test you use as to whether 
or not you would allow this so-called affiliate profit—is 
the test control? 


The Witness: That would be the control so far as 
Natural is concerned. I was thinking, when I answered 
earlier, about the same proposition that I thought Mr. 
McDugald was asking me about, about having two dif- 
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ferent prices from the same well, in other words, assum- 
ing these were joint-owned wells. 


By Mr. McDugald: 

Q. Essentially that is what you would be doing under 
your concept, you would have two prices working, both of 
which would flow back to the subsidiary, wouldn’t they, 
the revenues, in other words, would flow back to the sub- 
sidiary? 

A. We are talking about—I think I overlooked in an- 
swering your question earlier the fact that you were 
dealing 
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with one corporation. The Examiner has put me back on 
the track on that. 


Mr. MeDugald: That. was a good question, I might 


add. I was wondering about that myself. 


The Witness: And with one corporation I think my 
original answer would stand, that I do not have any solu- 
tion for you right at the moment as to what I would do 
other than, so far as if I were doing it myself it would be 
all done on the cost basis. 


Mr. MeDugald: Is this a convenient time, your Honor? 
And perhaps the witness might want to think about it over 
the noon recess. I would like to explore it a little further. 


The Witness: Could the reporter go back and read the 
question originally asked me before we recess? 


Presiding Examiner: Very well. 


The Witness: So I can think about it. 
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Presiding Examiner: We will stand in recess until two 
o’clock. 
(Whereupon, at 12:31 p.m. the hearing was re- 
cessed, to reconvene at 2:00 p.m.) 
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AFTERNOON SESSION 
2:00 p.m. 
Presiding Examiner: The hearing will be in order. 
Whereupon, 


MELWOOD W. VAN SCOYOC resumed the stand and, 
having been previously duly sworn, was examined and 
testified further as follows: 


Cross Examination (Resumed). 


By Mr. McDugald: 

Q. Just before the noon recess you were preparing to 
give us an answer to a question I had propounded. I be- 
lieve you were going to think about it over the recess and 
be prepared at this time. Do you have that now? 

A. Yes, I believe so. I had the question reread to me. 
It involved the formation of a corporation by Natural in 
conjunction with six independent producers and myself, 
and they engaged in natural gas production, and it in- 
volved the assumption that the Commission had pre- 
scribed area rates with respect to the sale of this par- 
ticular gas which was made to Natural. 


Do I have a correct understanding of the question? 
Q. That is the substance of the question. 
A. All right. 
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I think under those circumstances so far as relationship 
between Natural and this corporation, being an affiliated 
interest, if I were fixing the rates or making a study 
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to recommend the fixing of rates of Natural, I think I 
would take into consideration whatever profit was made 
by Natural out of this arrangement, and exclude from 
Natural’s cost of service the portion of that profit which 
exceeded what I considered to be a fair rate of return. 

Q. Now, let’s change the fact situation just slightly, 
and assume that the same subsidiary, same ownership, 
sells to another pipeline company, say, to Panhandle East- 
ern. 


Now, how would you price the gas? 

A. I would not price the gas. The Commission has 
already done that under the area rate hypothesis that you 
gave me. 

Q. I am particularly interested, however, Mr. Van 
Seoyoe, in the pricing, or the costing, what you will, of 
that part of the gas that I guess you have to say to be 
attributable to the wholly-owned—not wholly-owned, the 
partially-owned subsidiary of Natural. 

A. That wouldn’t enter into Natural’s cost of service 
for gas, because they are not getting the gas. 

Q. So let me see if I am clear, then: Let’s go back 
to a wholly-owned subsidiary for a moment. If Natural 
has a 100-percent wholly-owned subsidiary, and it explores 
for and finds a gas reserve, say, in the vicinity of the West 
Panhandle Field, but instead of selling it to Natural it sells 
it to Panhandle, and assuming we have area price, you 
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would then feel area price is what they should receive for 
the sale of that gas to Panhandle? 

A. It would be what the Commission if the prescribed 
the price felt they should receive. I might have a different 
view, but I would be still on the cost basis. But it would 
have nothing to do with the rates of Natural. 

Q. You wouldn’t try to credit to it any revenues under 
these services? 

A. No, because none of the gas produced would go to 
Natural’s gas customers. 

Q. So it is only where Natural or a wholly-owned or 
a partially-owned subsidiary finds and produces gas that 
is either used by Natural or sold to Natural by the sub- 
sidiary for use in servicing its own markets that you would 
impose the cost approach? 

A. With respect to the rates of Natural itself. 

Q. I see. 

A. In other words, in determining the level of those 
rates, I would take into account that cost of production. 

Q. And the revenue derived? 

A. The revenues are merely an inter-company trans- 
action. 

Q. Isee. 


Would the percentage of Natural’s ownership in this 
subsidiary that we have just been talking of selling gas to 
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Natural have any effect on your judgment in this area? 
A. When you say percentage— 
Q. Assume it owned 10 percent. 
A. Are you referring to the percentage this particular 
block of gas— 


(2162) 


Q. Let me clear it up. 
A. —in relation to Natural’s total— 
Q. Let me restate it. 


Here we have a subsidiary corporation in the sense 
Natural owns only 10 percent of its common capital voting 
stock, let us say. This corporation, let’s assume first, sells 
gas to Natural. You would still follow the same procedure 
that you would with respect to the 50 percent-owned? 

A. Yes, sir. 

Q. You would make no distinction? 

A. Not so long as the gas is sold to Natural. 

Q. And that would go right on down to one percent 
ownership? 

A. Yes. I suppose you get down to a point where any 
adjustment that you would make would be de minimis 
and might in light of the facts of a particular case cause 
you to say ‘“‘I am not going to spend too much time mak- 
ing the adjustment.’’ 

Q. It would increase the cost of service too much to 
make the adjustment? 

A. That is right. 
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Q. But the principle would be inviolate as far as you 
are concerned? 

A. That is right. 

Q. Let’s take that wholly-owned subsidiary and say it 
gets production again in the Panhandle area section, and 
sells one-half to Natural and one-half to Panhandle East- 
ern. How would we go about determining the price at 
which that gas would be sold? 


194 


(2164) 


A. Assuming we are dealing with the rates of Nat- 
ural— 

Q. No, I am talking now first about the subsidiary. 

A. I don’t know. I suppose the Commission would con- 
sider that an independent producer. It has so considered 
the subsidiaries of pipeline companies who have produc- 
tion. 

Q. I am asking your judgment as to how it should be 
done. Assuming area price for independent producers, 
now. 

A. That is out of my judgment. You have already 
made the assumption that the Commission has imposed 
the area pricing method, so that is the answer. 

Q. I am not sure I comprehend the answer. 

A. I may not agree, but that would be the answer. 

Q. If vou don’t agree with what I understand, correct 
me. I am trying to understand you. This wholly-owned 


subsidiary of Natural produces gas in the Panhandle and 
sells half the gas to Natural and half to Panhandle. At 
this juncture you say it would be priced in either instance 
on an 
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independent producer basis. 

A. If the area rate-making procedure is followed. 

Q. Yes. 

A. I would assume the Panhandle Field would be in 
one area, and that the price would be uniform to all gas 
sold, whether sold to Natural or the Panhandle, or to some 
other pipeline company. 

Q. As I understand it, though, the revenues that the 
corporation received from the sale of gas to Natural, you 
would bring across into Natural’s cost of service as a 
credit? 
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A. No. What I would do in a case of that kind, I would 
ascertain the amount of that affiliated company profit, if 
any, over and above a fair return on a cost basis, and 
credit that to Natural’s cost of service. 

Q. Only as to the revenues derived from the sale to 
Natural? 

A. Yes. Because so far as the sale of gas to the other 
50 percent, to Panhandle, we could only treat with that 
in Panhandle’s rate case, unless you are going to deter- 
mine the rate of that particular IP sale. 

Q. I see. 

A. That problem in not quite that form is present in 
rate cases before the Federal Power Commission today. 
I don’t think the Commission has come up with any solu- 
tion to it. 
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Q. I was just trying to get your views, Mr. Van Scoyoce. 
A. Yes. 


Q. Just to complete this, so long as the subsidiary of 
Natural explores for, finds, develops and sells reserves, 
sells gas from reserves, to anybody else other than Natu- 
ral, as far as you are concerned, so long as there is an 
area field price they can get area field price and keep any 
dollars that they receive, and you would not then try to 
credit any of these revenues back to Natural in its cost 
of service? 

A. I think you have overstated my testimony to an 
extent. 

Q. Correct me, then. 

A. Iam considering the question of what are just and 
reasonable rates for a natural gas pipeline company, and 
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if Natural had a subsidiary like they had when Texoma 
was a producing subsidiary, I would do exactly what the 
Commission did in that case, roll Texoma in with Natural 
Gas Pipe, in determining the reasonableness of the rates 
of Natural Gas Pipeline Company of America. I would 
do exactly the same thing. 

Q. While we are on that subject, so the record is clear, 
the Texoma that has been talked about several times— 
there are two different Texomas? 

A. Yes. This is the first one, the one in existence at 
the time the Natural Gas Act was passed. 
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Q. And I believe you made some references to a Texo- 
ma, in your testimony. To which of the Texomas were 
you referring? 

A. In my testimony? 

Q. Yes. 

A. Probably I was referring to both of them in here. 
Perhaps there is some confusion. But in my last answer I 
was referring to the first Texoma. 

Q. I am not real sure you have answered my question. 
Perhaps vou did. If I have a wholly-owned subsidiary, I, 
Natural, a wholly-owned subsidiary which sells gas to any 
person other than Natural, that is a pipeline, electric gen- 
erating plant, it doesn’t matter, anything, and the Com- 
mission has adopted area field price and it receives that 
price for the gas, you do not feel under those cireum- 
stances that in establishing a cost of service for Natural, 
any eredit, any recognition of those revenues should be 
had? 

A. I would agree with that statement, yes. 
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Presiding Examiner: That is predicated, though, upon 
the fact that the Commission has already determined that 
the area price is to be received? 


The Witness: Yes, by that particular corporation. 


By Mr. McDugald: 

Q. By independent producers, if you please, this is 
my predicate. 

2167 

I am talking about 61-1, now, General Statement of 
Policy 61-1. 

Are we clear on that? 

A. I think we are talking about the same thing. 

Q. Yes. 

A. I want to make sure you understand that I may dis- 
agree with the area price the Commission fixed, but never- 
theless that is the price to be charged and would have no 
bearing as I see it on what would be a just and reasonable 
rate for Natural Gas Pipeline Company. 

Q. If Natural itself, rather than a subsidiary, went 
out and found and developed reserves, and sold the pro- 
duction from that reserve to Panhandle Eastern at the 
area price, would you treat that in the same fashion you 
would the situation with respect to the wholly-owned in- 
dependent—the wholly independent producers? 

A. I don’t think Natural Gas Pipe comes within the 
definition of an independent producer. It may have pro- 
duction, which it does, and may make some sales in the 
field to other pipeline companies, that is possible. Some 
companies make those sorts of sales for convenience pur- 
poses, primarily. When those sales have been of minor 
character, the practice has been followed to credit the 
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revenues of such sales to the cost of service of the pipe- 
line company. 
Q. I am talking about here— 
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A. The area rate price would not apply, as I see it, be- 
cause that is limited to independent producers, and a 
pipeline company is not an independent producer, under 
the Commission’s rules. 

Q. Let’s assume it drilled this well in Mississippi. 

A. Who drilled it? 

Q. Natural Gas Pipe drilled a well in Mississippi and 
got production and sold the production to Southern Natu- 
ral at area price. We have an area price under 61-1, Gen- 
eral Statement 61-1, and they sold it at that area price. 

Would you still say they couldn’t qualify under 61-1, 
simply because they operate a pipeline from the Pan- 
handle to Chicago and from Falfurrias to Chicago? 

A. Cana corporation have a status under the Natural 
Gas Act and under the Commission’s Rules and Regula- 
tions as an independent producer and separate status as 
a pipeline company? It that the question? 

Q. That may be one of the questions. 

A. That is one legal question I can’t answer. 

Q. You surprise me to death, Mr. Van Scoyoe. 

Mr. Jerome McGrath: There is still room for the law- 
yers. 

By Mr. MeDugald: 

Q. What position would you take on that? Let’s as- 

sume that at this time Natural Gas Pipeline Company of 
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America has gas production in the State of Mississippi 
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and is selling gas and deriving revenues at the area price 
and we are in this proceeding right now. Would you at- 
tempt in any way to reflect those revenues in the cost of 
service in this proceeding, or take them into account in 
this proceeding? 

A. You mean assuming that Natural has on file with 
the Federal Power Commission a rate schedule covering 
that particular sale and the price is based upon the area 
price? 

Q. Yes, of course. That is implicit, I think. 

A. I don’t see how that would enter into the justness 
and reasonableness of the rates of Natural for the sale of 
gas to its customers, unless there is some relationship 
through a rate of return determination. 


Presiding Examiner: You mean, Mr. McDugald, that 
Natural would be selling to itself? 


Mr. MeDugald: No, no, the are selling to Southern 
Natural down in Mississippi. They have gone down into 
Mississippi. 


Presiding Examiner: Oh, I misunderstood the preface. 
By Mr. McDugald: 

Q. You would not then contend the revenues derived 
from this sale should be considered in any way in this 
proceeding, is that correct? 

A. That is correct, with the exception of the qualifi- 
cation I made with respect to the rate of return. I don’t 
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know what share of Natural’s business this would be, 
whether this thing was separately—I mean resulted in a 
large amount, or required a large amount of financing, or 
not. But with that qualification, I would agree with your 
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statement that it would not enter into the justness and 
reasonableness of Natural’s rates in this proceeding. 

Q. Let’s go to another subject. Will you turn to Tran- 
script 1342? 

A. Yes, sir. 

Q. Line 23. There I believe you begin to state your 
views as to why there has heen a decline in the percentage 
of produced gas by natural gas companies to total gas 
supply, and I think you state your views are based on 
your research and study of this question. 

A. That is right. 

Q. Are the figures you have placed in this record at 
Transcript 1338 and 1339 and the figures you have shown 
in your Exhibits 25, 26 and 27, are those intended to re- 
flect a summarization of your research and study? 

A. Well, in part. They show what has happened with 
respect to production by pipeline companies, which is now 


shown on Exhibit 49 for these three different years. 


Exhibit 26 shows the purchases of gas by these 11 pipe- 
line companies in the Southwest from non-affiliated pro- 
ducers. 


Exhibit 50 shows the ratios of produced gas to total 
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supply. 

Q. Exhibit 50, did you say? 

A. Exhibit 50. That was the revised exhibit, presented 
this morning. They show what the facts are with respect 
to these relationships between produced gas and total gas 
supply. And the figures which you alluded to that are 
shown on pages 1338 and 1339 of the transcript reflect the 
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expenditures by pipeline companies for exploration and 
development costs. 

Q. Essentially, it seems to me that is pretty much a 
summary of your research and study. Is that correct? 

A. As JI said, it is in part the results of the research 
and studies I have given to this subject matter. 

Q. At 1343 you have observed that during World War 
II there was little or no expansion of the natural gas 
industry, and World War II ended in late summer of 
1945. Is that correct? 

A. That is correct. 

Q. Prior to World War II there were relatively few 
pipelines such as Natural in existence. Is that correct? 

A. I think we had 60 or 70 natural gas companies sub- 
ject to the Commission’s jurisdiction. But you talk of the 
long lines, I think about a dozen lines would be—coming 
from the Southwest. Of course, you had some pretty good- 
sized systems in the Appalachian area. You had more than 
two, you had the Columbia Gas System, and the Consoli- 
dated 
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Gas System, you had the Equitable Gas System, two or 
three other smaller ones. 

Q. Wasn’t Equitable essentially a distributor? 

A. Yes, but it had production. 

Q. I am talking really about the same kind of pipe- 
lines you were speaking of in terms of real growth of the 
industry. As I recall, I wasn’t in this business at the time, 
but from my reading, as I recall it, we had Panhandle, 
Northern Natural, Colorado Interstate and Cities Service. 
Those were the principal big companies in the Southwest, 
interstate companies, at that time, weren’t they? 
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A. If you look on Exhibit 49 you will see 11 companies 
listed. I believe at that time those were the major com- 
panies, in 1942, pre-World War. 

Q. When was El Paso constructed? 

A. About 1927. 

Q. They were a distributing company, rather small 
potatoes, at that time? 

A. They were a small pipeline company, serving Fl 
Paso, Texas. 

Q. Simply served El Paso? 

A. That is right. A small operation. 

Q. Very small, wasn’t it? Lone Star essentially—well, 
it was exclusively in Texas at that time, wasn’t it? 

A. Yes. 
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Q. Wasn’t El Paso exclusively within the State of 
Texas, serving the city of El Paso? 

A. Not in 1942, I think they were in ’27. 

I am speaking of prior to the war. 

1942 was prior to the war for all practical purposes. 

It wasn’t for me, 

Maybe you got in early. That is when I went in 
service, and I was thinking of that, I guess. 

Q. Where was Southern Natural operating then? 

A. Southern had a system that was serving gas to 
Atlanta and the intervening points between there and the 
fields, Louisiana and Mississippi. 

We can agree there weren’t many pipelines, then? 
That is right. I would say a dozen major ones. 
And the real growth occurred after the end of the 


No question about that. 
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Q. And no question but that the bulk of the post-war 
growth was new pipelines? 

A. Yes. And of course the additions to the existing 
pipelines were very substantial. 

Q. The really big growth was in new pipelines, though, 
wasn’t it? 

A. I have not made a comparison of the relative dol- 
lars of capital expenditures, as between the new pipelines 
2°74 
and expansion of the pipelines in existence in 1942 or 

before the war. 

Q. In the pre-war period, the pre-war pipelines, let 
us call them, didn’t they all own a very substantial part— 
large reserves, let me say—with which they satisfied a 
very substantial part of their gas requirements? 

A. If you will look on page 50 you will see what the 
relative proportions were— 

Q. Exhibit 50? 

A. Yes, sir. 

(Continuing)—relative portions of produced gas to total 
supply. These were only the companies that owned re- 
serves. For example, it excludes Mississippi River Fuel, 
which I consider a major pipeline in existence at that 
time, but which depended 100 percent on purchased gas. 

Q. Let’s look at your figures on Exhibit 50 for a min- 
ute. I am a little confused by some of your figures here. 
I am not nit-picking, I just want information. The figure 
you have on Exhibit 50 for Cities Service Gas Company, 
39 percent, where did that figure come from? 

A. That is the—if you take the figure on Exhibit 49, 
48,336,586 Mecf for the year 1942, and add to that the 
figure on Exhibit 26 of purchased gas of 76,553,013 Mef, 


164 


(2176) 


and divide that total into the 48,336,586 of produced gas, 
you should get 39 percent. 
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Q. And the purchases that you have shown on Exhibit 
26 insofar as Cities Service Gas Company is concerned 
were all purchases from their subsidiary Cities Service 
Gas Producing Company? 

A. All purchases from non-affiliated companies. 

Q. Oh, I see. 

One thing I think we can agree should be corrected is 
the one on Natural Gas Pipe for 1942. Is that a correct 
figure, 100 percent? 

A. <AsfarasIknowitis. All of the gas which Natural 
Gas Pipeline Company received in 1942 was from Texoma. 

Q. Let me refresh your memory a little. Didn’t they 
in fact from the very beginning purchase 25 percent of 
their requirements from the Canadian River Gas Com- 
pany, literally? 

A. Yes. But this—if vou look at the footnote on Ex- 
hibit 26, Mr. McDugald, you will see Footnote 1, which is 
related to the word ‘‘purchases’’ at the top of the sched- 
ules. 

Q. Yes, sir. 

A. “Excludes purchases from non-affiliated pipeline 
companies.’’ 

Q. Canadian River was a producing company. 

A. Yes, but it wasn’t an affiliate in 1942, or I did not 
consider it to be one, of Natural Gas Pipeline Company of 
America. 

Q. I agree, but it was a non-affiliated producer, 
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A. No—it— 

Q. I am not trying to quarrel with you. I just want 
the record clear. We know full well Natural didn’t pro- 
duce 100 percent of its production in 1942, don’t we? 

A. We know that. Where the confusion has arisen here 
is because I have considered the purchase of gas by Nat- 
ural from Canadian River or Colorado Interstate, I 
am not positive now whether at that time it was purchased 
from Canadian River, but it was a pipeline purchase, from 
a non-affiliated company, and this schedule was designed 
to exclude purchases from non-affiliated pipeline com- 
panies. 

Q. I am trying to understand what relevance we are 
supposed to get from these figures if you have excluded 
purchases from what you call non-affiliated pipeline com- 
panies. 


What sense do these figures make? For instance, it is 
nonsensical when you tell me that Natural produced 100 
percent of its 1942 requirements, as I look at it. And I 
hope you don’t take offense at what I say, but the exhibit 
gives an absolutely improper connotation, your Exhibit 50. 

A. No, I don’t believe it does. 

Q. On its face it is wrong. 

A. No, it is not, because the exhibit shows that—Ex- 
hibit 26 is designed to exclude purchases from non-affiliat- 
ed pipeline companies. And the reason that was done 
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was simply because it was necessary to eliminate duplica- 
tions from the totals, in other words the relationship be- 
tween Colorado Interstate and Natural Gas Pipeline Com- 
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pany, in the purchase and sale, that is the purchase and 
sale relationship. 
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Presiding Examiner: If I understand correctly, and I 
am looking at Exhibit—26, is it? 


The Witness: Yes, ‘‘Comparison of Purchases.’’ 


Presiding Examiner: All right. This schedule does not 
include pipeline purchases? 


The Witness: Non-affiliated pipeline purchases. 


Presiding Examiner: Non-affliated pipeline companies. 
By Mr. McDugald: 

Q. I want to look at the title, and I want to get this 
completed, because someone other than this group may 
look at the record and exhibit. As I read the title on your 
Exhibit 50, Mr. Van Scoyoc, you say ‘‘Relationship of 
Produced Gas to Total Gas Supply in the Southwest of 
11 Natural Gas Companies for the Years 1943, 1953, and 
1959.”? 


Is that a correct title? 

A. That title I will agree needs explanation, because 
when I referred to total gas supply, I think it is probably 
clear in my testimony, but when I referred to total gas 
supply with respect to this exhibit I referred to the supply 
which is reflected on Exhibits 26 and 49. Perhaps if we 
add to the title ‘‘Relationship of Produced Gas to Total 
Gas Supply Shown on Exhibit No. 26,’’ we will have a 
correct designation. 


Presiding Examiner: Maybe it would read more clearly 
if 
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we add ‘The ratio of Produced Gas to the Supply As 
Shown on Exhibit No. 26.”’ That is what it is, isn’t it? 


The Witness: Yes. No, ‘‘The Total Supply Shown on 
Exhibits 26 and 49.” 

By Mr. McDugald: 

Q. Don’t you think somewhere to make these exhibits 
meaningful you should let us know and give us some rela- 
tionship as to production in terms of the total gas supply 
of the systems? I don’t know as I look at this, what the 
situation was, for instance, with respect to 1 Paso Natural 
Gas Company. And let me ask you this: In 1942 you show 
18 percent. I don’t know what its gas requirements were 
at that time. In 1959 I don’t know what its gas require- 
ments were. And I see 16 percent. 


It could be in terms of total gas supply, it could be—in 
terms of total gas supply it could be one or two percent, 
couldn’t it? 

A. At that time El Paso had no connections with any 
other pipeline companies. 

Q. That was in 1942? 

A. Yes, sir. 

Q. All right. Now, tell me exactly if you will, please, 
or as nearly as you can, the proper percentage of gas, the 
relationship of produced gas by El Paso to total gas supply 
in the year 1959. Is it 16 percent? 


2180 
A. I don’t know. I have not computed it. I will be 
glad to do that. 
Q. Doesn’t El Paso purchase from a number of other 
pipelines that you have excluded? 
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A. It is purchasing some gas on a temporary basis 
from Colorado Interstate, or did purchase it in 1960. I 
am not sure about 1959. 


Mr. McDugald: Mr. Examiner, in the interest of time, 
I am going to ask Mr. Van Scoyoe a number of questions 
to try to make some semblance of sense out of these exhibits. 
And I wonder if we could not take a recess here and let him 
figure them all out at once. I want the information for 
every one of these in terms of total gas supply. 


Presiding Examiner: As I understand the exhibit, it 
wasn’t designed as against total gas supply. If Mr. Van 
Scoyoc has the information here and it won’t take too much 
time— 


Mr. McDugald: He predicates a number of opinions on 
these exhibits, and I think we are entitled to know the facts, 
and the exhibits simply don’t reflect the facts. This has 


been, I think, very clearly demonstrated here up to this 
point, your Honor. 


Presiding Examiner: If I understand these exhibits 
correctly they are not related to total gas supply, but rather 
to total produced gas with the exceptions noted on Exhibit 
26 and Exhibit 49. 
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The Witness: May I— 
Presiding Examiner: Maybe I am in error on that. 
What are these exhibits supposed to reflect? 


The Witness: The exhibits were designed to compare 
the purchases of gas by pipeline companies—by these 11 
pipeline companies, from non-affiliated producers in the 
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Southwest with the production of gas by the companies, 
these companies and their affiliates or subsidiaries. 


Presiding Examiner: When you use the term ‘‘pro- 
ducer’? you do not have reference to pipeline purchasers, 
is that correct? 


The Witness: That is right. I am referring to pur- 
chases from independent producers, and the figures which 
l have shown for the year 1959 are taken from the publica- 
tion of the Federal Power Commission which is entitled 
“Direct Sales by Producers of Natural Gas to Interstate 
Natural Gas Pipeline Companies—1959,’”’ pages 42 and 43 
of that document, adjusted in four instances for situations 
where purchases were made from affiliates or subsidiaries. 


Mr. MeDugald: May I have that answer read? I am 
not sure I understood it. 
(Answer read). 
By Mr. McDugald: 
Q. You didn’t—I thought you were making the com- 
putation. I am sorry. 
2182 


A. Ican not make that computation without examining 
the Forms 2 of each of the companies. Any such compu- 
tation along that line would be meaningless for this reason: 
Let’s take the situation where Southern Natural Gas Com- 
pany buys gas from United Gas Pipe Line Company. If I 
included those purchases under Southern and United Gas 
Pipe Line Company buys gas in the field and sells to South- 
ern, I would have the same gas in there twice. 

Q. Isee. 

A. So it was necessary to exclude these pipeline pur- 
chases. 


170 


(2183) 


Q. That is, in your opinion. 

A. In my opinion, yes. 

Q. Will you please give me your opinion as to whether 
or not based on the general knowledge you have the 16 
percent figure you have shown opposite El Paso for the 
year 1959 is the correct figure to use when we talk in terms 
of the total gas requirements of El Paso in relationship to 
the gas they produced? 

A. No, if you talk about total gas requirements of El 
Paso including any purchases it may make from other pipe- 
line companies—and I think Colorado Interstate is prob- 
ably the only other one—then it would not be correct to 
say that the 16 percent was a ratio of production to total 
gas supply. It is the ratio of production to the 
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supply consisting both of production and purchases from 
independent producers. 

Q. Would it be substantially reduced if you related it 
to total gas requirements? 

A. No, sir, it would not, so far as El Paso is concerned, 
I can tell you that just from looking in the ‘‘Statistics of 
Natural Gas Companies’’ for 1959. And there, again, you 
have a problem of their exchange gas between Permian 
Basin Pipeline Company or Northern Natural Gas Com- 
pany and El Paso, too. That is in as gas receipts, on the 
other side it is in as gas delivered. 

Q. Since you are simply working with statistics, you 
have difficulty, really, translating these statistics to some 
sort of an exhibit that would be meaningful, is that what 
you are saying? 

A. I am saying to make a meaningful presentation I 
had to confine my presentation to the ratio of the produced 
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gas of a pipeline company and/or its affiliates or subsid- 
jaries, to the gas supply received from that source plus an 
independent producer source or affiliated pipeline company. 
Q. And in your opinion these are meaningful exhibits 
where you have reflected certain statistics that you could 
find, to the best of your ability, is that correct? 
A. Yes, sir. These are the same statistics, so far as 
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the years 42 and °53 are concerned that were placed in 
evidence in Docket 3125. 
Q. Yes, sir, I recall some of the—well. 


Are these all on the same pressure base, all your series 
of exhibits here? 

A. So far as the purchased gas is concerned, they are 
on 14.73, and I believe all the purchases are on the same 
pressure base. 

Q. Isee. Let me see if I can make sense out of this as 
far as lam concerned. Tet me take Natural, which I know 
a little more about. We have agreed that in 1942 natural 
did not produce 100 percent of its requirements, isn’t that 
right? 

A. That is right. 

Q. So that figure shown on Exhibit 50 is wrong? 

A. No. As I have explained and as I have— 

Q. Well, since you have revised the heading, you say 
it is right now? 

A. That is right. 

Q. But I have not gotten my heading revised yet. 


Now, in the year 1953 you show 52 percent. Do you know 
whether Natural at that time was purchasing from a com- 
pany that you would call a non-affiliated pipeline company? 
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A. Yes. It was purchasing from Colorado Interstate 
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Gas Company in 1953. 

Q. So that figure has to be adjusted? 

A. No, sir. It does not, not in the basis of my exhibit. 

Q. Not as far as your statistics are concerned. I see. 

How about 1959? 

A. Same situation. 

Q. They were purcnasing from Colorado? 

A. Yes, sir. 

Q. I see. They were purchasing from no other pipe- 
lines? 

A. Lone Star may be involved in 1959, though I am not 
certain. 

Q. Is Cities Service a pipeline? 

A. Yes. If they were purchasing from any other pipe- 
lines in 1959 those have been excluded. 

Q. And there is no doubt in your mind but what 35 per- 
cent as you have shown there does not represent the pro- 
duced gas—gas produced by Natural to its total gas 
requirements? 

A. I have so testified that these statistics are related 
to gas produced and gas purchased from independent pro- 
ducers. 

Q. I think Mr. Burns testified to that. 

A. I don’t have the 1959 Form 2. 1960 shows pipeline 
purchases only from Lone Star and Colorado Interstate. 
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Q. Just for an example of my puzzlement, I am looking 
now at Mr. Burns’ testimony, and I notice he testified that 
in the year 1955 the percentage of pipeline production to 
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total requirements was about 18% percent, and in 1960, 
one year after your exhibit cuts off, it was approximately 
11 percent, slightly in excess of 11. 


Would you accept that? 

A. It could well be. I have testified that pipeline pur- 
chases by Natural and the other companies were excluded 
in compiling these figures. 

Q. Does Southern Natural purchase from other pipe- 
line companies? 

A. Yes, sir. 

Q. Substantial volumes of gas? 

A. Fairly substantial volume of gas from United Gas 
Pipe Line Company. 

Q. So this 11 percent figure you show in 1959 on Exhibit 
50 could very well be substantially reduced? 

A. No, I wouldn’t say ‘‘substantially.”’ 

Q. Well—how much, Mr. Van Scoyoe? 

A. It might go down two, three or four percent. 

Q. Let’s give up on these exhibits and go on, Mr. Van 
Scoyoc. 


Had we or had we not agreed that prior to World War II 
the pipelines, particularly those in the Southwest, did in 
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fact produce a very substantial part of the gas that they 
utilized for their gas requirements? 

A. Some of them did, yes. 

Q. Wouldn’t you say most of them did? 

A. Well, I would say about fifty-fifty. 

Q. Fifty-fifty, of the pipelines originating in the South- 
west, the Southwest pipelines? 

A. That is right. 
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Q. Then you have pointed out that all the gas require- 
ments subsequent to World War II were met by purchase 
from independent producers? 

A. No, I wouldn’t say all of the gas requirements. I 
would say a much larger share of the gas requirements was 
met from purchases since World War II. 

Q. A very much greater amount in relationship to pro- 
duction has been met, has it not, Mr. Van Scoyoc? 

A. Yes. You can see what the relative amounts are by 
comparing with the totals for these companies. 

Q. On what exhibits? 

A. As between Exhibit 49 and Exhibit 26. 

Q. You see, my trouble is I am talking about total gas 
supply, total gas requirements, here. Can I get that from 
these? 

A. No, you can’t get total gas requirements of individ- 
ual pipeline companies. 

2188 

Q. Or of all the pipeline companies you have shown, 
can I, in terms of total gas requirements? 

A. Of all of the pipeline companies? 

Q. That you have shown here. 

A. I have said, I can’t get the total gas requirements 
of all the pipeline companies from these two exhibits. 

Q. I thought you said by individual pipeline. I mis- 
understood you. So really we don’t know, then, the answer 
to that. 

A. I don’t know the answer in terms of total gas re- 
quirements of the individual pipeline companies. 

Q. Or in gross, or in total, cither? 

A. Individually or in toto, because I felt that because 
of these duplications such a comparison would not be mean- 
ingfal. 
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Q. Why do you say that, Mr. Van Scoyoe, that because 
of these duplications it would be meaningless, when you 
are trying here to prove something in terms of require- 
ments of pipelines versus their production? 

A. Simply because of these duplications you would be 
distorting the amount of production by independent pro- 
ducers as compared with the amount of production by pipe- 
line companies. 

Q. Oh, is that right? 

A. Yes, because you would be adding in the same pro- 
duction twice for independent producers. 
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Q. Why would you add in the same production twice? 
A. As I explained, and I will explain again, Southern 
Natural Gas Company buys gas from United Gas Pipe 


Line Company. 

Q. Yes. 

A. Now, United Gas Pipe Line Company produces gas 
by its affiliate, and purchases gas from independent pro- 
ducers. 

Q. Yes. 

A. If you add the total requirements of those two pipe- 
lines together you will have more than the actual amount 
of gas produced by either the pipeline company or the inde- 
pendent producers. 


In other words, you will have part of the—you will have 
United’s purchases from Independent producers and you 
will have Southern’s purchases from independent pro- 
ducers, and you will have both of the productions of the 
two together. 
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Now, those four figures are less than the total require- 
ments of the two pipeline companies, simply because one 
pipeline company sells to another. 

Q. Would you agree with me then that to avoid dis- 
torting the total figures you have shown you elected to dis- 
tort the individual figures? 

A. No, that wouldn’t be a fair characterization. 

Q. Do you think the exhibit might be a little more inean- 
ingful if we had a column on here that might give us some 
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information as to what the total requirements were? 

A. It probably might be helpful to you in your analysis 
of what the evidence ought to be. But to me it would not 
do so. 

Q. This post-war trend in purchased gas rather than 
produced gas, as I understand your position here, had 
absolutely nothing to do with the Commission’s cost of 
service regulation of the pipelines’ productions, is that 
correct? 

A. I don’t think it had any significant impact on what 
happened. 

Q. I thought you said absolutely not. You say it may 
have had some impact, now? 

A. I said it had no significant impact, in my opinion. 

Q. What do you mean by “‘significant impact,’? Mr. 
Van Scoyoc? 

A. Well, material impact. 

Q. What do you mean by ‘‘material impact’’? 

A. One that would be recognizable in sufficient degree 
to make it meaningful. 

Q. In the eyes of the executives who had the respon- 
sibility of financing the pipelines, going out and obtaining 
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production, and so forth? Is that the context in which you 
used that ‘‘meaningful’’? 
A. No, I wasn’t thinking in terms of the eyes of the 
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executives. I was thinking in terms of what happened. 

Q. Were you thinking in terms of the statistics you 
looked at? Isn’t that right? 

A. In terms of the statistics, plus my knowledge of 
what took place after the war in the obtaining of natural 
gas reserves and what has happened with respect to the 
proceedings before the Commission, and what has hap- 
pened with respect to the individual pipeline companies 
and their increasing engagement in production operations. 

Q. Let’s go back to the pre-World War II period a 
minute, the early thirties, and look at history a moment. 
You have talked about a Jot of history here. Are you in- 
formed as to the reception natural gas enjoyed in its vari- 
ous markets during the early thirties? 


Let me be more explicit. I mean by this was there a 
ready acceptance of natural gas and a scramble by every- 
body to install appliances, or as there a little sales resist- 
ance about that time? 

A. Well, it happens we have had natural gas in this 
country, and gas distribution systems, for many years, and 
there was customer acceptance. As a matter of fact in a 
place like Cleveland, they have had natural gas since the 
early 1880’s, I believe. That is all they have had, really. 


Around 1927 to 1930 there were a number of pipeline 
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companies constructed such as Natural Gas Pipeline, Colo- 
rado Interstate, Cities Service, Northern Natural, Olin, 
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Panhandle, Southern Natural, and those pipelines at- 
tempted to sell natural gas in markets which to a consid- 
erable extent had theretofore been furnished manufac- 
tured gas. 


Of course they did mect some resistance and a great 
deal of success. The difficulty was that shortly after those 
lines got into operation the depression came along and 
there was very little growth. 

Q. They weren’t very expansion-minded then, were 
they? 

A. I don’t think they were then, either. Financing was 
much more difficult in those days than it has been since the 
war. They struggled along during the depression, several 
of them went bankrupt and it wasn’t until after the end of 
the war we really had our major expansion in the natural 
gas business. 

Q. Let’s look at this in more detail, because | think it 
is an important part of the overall picture here, if the 
Examiner will permit a little reminiscing here. 


You have apparently studied carefully the G-109 and 
G-112 proceedings, because you quote from them? 

A. Yes, I have. 

Q. Would you turn to page 675 of that transcript. I 
would like to turn to it and read you a part of the testi- 
mony of Mr. Kessinger, who is now dead, and see if you 
would agree 
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this aptly describes the conditions that existed at that time. 
A. I don’t have a copy of that abstract with me. 
Q. You have apparently a rather extensive knowledge 
of this area of our history of the pipelines. 
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This was Mr. Kessinger’s testimony in that docket on 
July 24, 1939. 


‘“‘As of January 1, 1932, our daily deliveries of gas were 
fluctuating between 65 million and 80 million cubic feet a 
day’’—that was their total sales. And incidentally, do you 
know the date Natural’s line was first started? 

A. I don’t recall. 

Q. Was it August; 06—? And I believe you will recall 
—1930, excuse me, and the first deliveries of gas by Natural 
were made on October 16, 1931. That is according to the 
abstract of this testimony. 

A. I will accept that. 

Q. The day before my birthday. 


“Part of the delivery was temporary. The firm position 
of the gas was approximately 55 million cubic fect per 
day. As of that time that left an unused capacity of 95 
million cubic feet. The total capacity of the line as origin- 
ally constructed was 175 million cubic feet per day. Down 
to that time Natural Gas Pipeline Company had the July 
25, 1931 contract with Chicago District’’—and as you will 
probably recall initially sold to the Chicago District—‘‘and 
we 
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had contracts for the sale of gas to four small towns located 
adjacent to our pipeline. Those contracts were not closed 
transactions so far as the activities of the pipeline were 
concerned. All that had been accomplished was the secur- 
ing of the contracts and in most cases natural gas service 
had been established but there was no market development 
taking place either in the domestic phase of the business or 
in the industrial phase of the business.’’ 
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Now, Mr. Van Scoyoe, I think at least at this point in 
time you and I can agree there wasn’t much incentive for 
Natural to go out and augment its reserves. 

Mr. Danaher: Mr. Examiner, I raise the point of rele- 
vance of this cross-examination. ! don’t know what rela- 
tion it has to the witness’ direct. 

Presiding Examiner: I gather that Mr. McDugald is 
exploring the history of the production of gas by Natural, 
and relating it some way, apparently, to the exhibits put 
in by Mr. Van Scoyoe, particularly Exhibit 50. 

Mr. MeDugald: I think this will connect up, your Ilonor, 
not necessarily to 50, but to some of his exhibits and testi- 
mony. 

Presiding Examiner: Well, I had 50 in front of me. 

I am going to overrule the objection. 


Go ahead. 
2195 
By Mr. MeDugald: 


Q. Did you answer my question? 
A. Not yet. 


Presiding Examiner: Had you finished your question? 
Mr. McDugald: I thought I had. 


The Witness: At this time, in the depths of the depres- 
sion, having a lot of excess capacity, certainly there was 
no need for supplying that particular load at that time to 
augment the company’s reserve supply. 

By Mr. MeDugald: 
Q. At Abstract 675 Mr. Kessinger continues ‘‘It was 
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necessary, in order to utilize or realize the full potentials 
of the market, to encourage and assist the utility manage- 
ment in charge of the various properties.’’ 


At 677 ‘‘The building of this load involved cost to the 
pipeline—in spite of strenuous efforts on our part the sales 
volume in 1933 was less than it was in 1932. The depression 
was getting progressively worse and we were faced with a 
very critical situation, to overcome the difficulties and 
handicaps facing us. We made cash contributions to get 
new business activities. This expenditure totaled in the 
neighborhood of $1,500,000. ”’ 


This record is replete with history, the struggles of 
these pipelines, particularly this pipeline, in the early 
years, Mr. Van Scoyoe. But I hope we can agree—and 
dispense 
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with any more residing that during the thirties there wasn’t 
much reason for Natural to augment its reserves. 

A. Oh, I would agree in light of the facts that existed 
at that time that Natural had more gas than was necessary 
to meet its markets, assuming that they remain at that level, 
certainly. In fact, all the other pipeline companies had 
about as bad a situation, where they were going into new 
markets. In fact, two of them had to be reorganized under 
the Bankruptey Act. 

Q. They lost money in those days? 

A. Yes, as did a lot of other people. 

Q. Natural in 1937 had to borrow money from its bond- 
holders to pay them interest, didn’t it? 

A. I don’t know. 
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Presiding Examiner: Would this be a convenient time 
for the afternoon recess? 

Mr. MeDugald: Yes, sir. 

Presiding Examiner: We will stand in recess for 15 
minutes. 

(Whereupon, at 3:15 p.m. the hearing was recessed until 
3:30 p.m.) 


Presiding Examiner: The hearing will be in order. 
By Mr. McDugald: 
Q. Let’s turn to your testimony, Mr. Van Scoyoc, 
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concerning your views as to the benefits that result from 
pipeline ownership of reserves. I believe that is at tran- 
script 1332. Well, that is the commencement, I should say. 


Now, before we get into any discussion there, Mr. Van 
Scoyoc, I would like to ask you to amplify a bit the state- 
ment you made as to your experience in this area, at tran- 
script 1260 to 1265. I think a little more information along 
these lines might be illuminating here. 


Did your early regulatory experience with the Oregon 
Public Service Commission and your employment with the 
Portland Electric Power Company bring you into contact 
with any phases of the natural gas business as we know 
it today? 

A. It did not. 

Q. And as I understand your testimony your first regu- 
latory experience in this area began after you joined the 
Staff of the Commission in the fall of 1938? 

A. That is right. 
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Q. From that time until your resignation in 1954, except 
for your military duty, you were continuously employed by 
the FPC, the first phase of such employing being in the 
Division of Original Cost, the second in the Bureau of 
Accounts, Finance and Rates? 

A. Yes. The Division of Original Cost was a part of 
the Bureau of Accounts, Finance and Rates. 
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Q. In your capacity there were you more or less in a 
reviewing capacity? 

‘A. I was in a supervisory capacity from the beginning 
of my employment by the Federal Power Commission. But 
during the course of that employment I participated in a 
large number of cases personally and testified in a number 
of those cases. 

Q. What I am really trying to get at, Mr. Van Scoyoe, 
is your supervisory duties, and particularly the persons 
under you. Those duties were in the nature of reviewing 
statistics of rate filings or certificate filings, things of that 
kind, and not formulating a program? That is really what 
I am talking about. 

A. Well, I was consulted many times by my superior, 
Charles W. Smith, and also by the Commission, with respect 
to the programs and policy matters. 

Q. Programs of what nature? 

A. For example a program of determining the original 
cost of all the utilities in the country, how it would be car- 
ried out, also programs involved with the conduct of rate 
proceedings, and the institution of investigations. 

Q. Were these of an accounting nature, sir? 

A. Well, accounting, engineering, of an economic nature, 
also. 
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A. And following that up in connection with rate and 


certificate proceedings, assistance in the promulgation of 


rules and regulations with respect to the filing of applica- 
tions to increase rates and applications for certificates, 
things of that nature. 

Q. And since 1954 you have been a consultant in the 
public utility field? 

A. Yes, sir. 

Q. While you were in the military, 1942 to 1945, did you 
have anything to do with the gas business there? 

A. No, sir. I did not. 

You were completely divorced? 
Well— 
Were you a dogface? 

A. Well, no, I was an artillery man. Facetiously, I 
was asked at one time whether that had anything to do 
with regulatory matters, and I said Yes, it did, but it was 
regulation at the point of a bayonet. 

Q. Since 1938, when you first came in contact with this 
natural gas industry, continuing down to the present, 1 
would like to briefly explore your experience in so far as 
the acquisition by a pipeline of gas supply is concerned. 

Have you ever personally engaged in the production of 
natural gas? 

A. No, sir. 

2200 

Q. Have you ever been retained or employed to advise 
or consult with any person or corporation in connection 
with a gas exploratory program to be undertaken by such 
person? 
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A. No, I have not. 

Q. Let me ask this, and please understand the tenor 
of these questions—they are not trying to be contumation 
or anything. Do you actually consider yourself knowl- 
edgeable as to the assembling of lease blocks and interpre- 
tation of geological information relating to their produc- 
tive potential? 

A. Certainly not as to interpreting geological informa- 
tion. My knowledge with respect to the assembly of leases 
has been gained from information furnished by companies 
who were in that business and the reading of the testimony 
of the witnesses who described what took place and keeping 
abreast of information which is published in the—in such 
sources as the Oil and Gas Journal and that sort of thing. 

Q. But you have never had any actual experience in 
assembling a lease block? 

A. I have never assembled a lease block. 


Q. Or programming the assembly of a lease block, or 
anything of that kind? 

A. No, sir. 

Q. In point of fact, your knowledge has been obtained 
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in more or less this reviewing capacity that you were em- 
ployed in during your tenure with the Federal Power Com- 
mission and subsequently as a consultant, is that correct? 

A. Yes, and through the contacts I have had with par- 
ties appearing before the Federal Power Commission, cli- 
ents, and my work in reviewing matters which were before 
the Federal Power Commission. 

Q. As a matter of curiosity, let me ask you this: if you 
decided you wanted to engage in production, that is to enter 
the gas field as a producer, the gas-producing field as a 
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producer, would you engage the services of a qualified 


person in this field, or at least associate yourself with such 
an expert, or do you feel you would be capable of going out 
and doing it yourself? 

A. Well, certainly so far as any geological work or 
drilling work or lease acquisition, I wouldn't feel that I 
would want to engage in any of these activities other than 
as an investor. 

Q. In other words, you wouldn’t care to engage in the 
evaluation of lease potentials and things of that kind? 

A. No. I wouldn’t consider myself qualified to do that. 
I would engage the services of a specialist, or specialists, 
in that particular field, if I were going to go into that busi- 
ness, and follow their advice on the matter. I wouldn't 
attempt it myself, certainly. 
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Q. Then I think we can agree there is no substitute for 
actual experience? 

A. I would agree there is no substitute for experience 
if you were going to—and let’s confine it now to the subject 
matter we were just discussing. 

Q. Talking about programming a gas acquisition pro- 
gram, Mr. Van Scoyoc. 

A. Iwouldn’t attempt to express an opinion as to what 
the reserves were underlying a particular acreage. I 
wouldn’t attempt to evaluate the reserve potential. I 
wouldn’t attempt to compare one piece of acreage against 
another piece of acreage. It is not in my bailiwick. 

Q. Would you attempt to program a gas acquisition 
program in so far as obtaining of leases is concerned, and 
development of the leases, on your own? 

A. Well, if I had the capital and the desire to go into 
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the gas production business or the oil and gas production 
business as an independent producer, I would have to rely 
for a large share of the operations and techniques upon 
persons who are skilled in that particular field, the same 
way that in my own business now we have a reservoir engi- 
neer on our staff. 


Now I wouldn’t attempt to tell him how to determine 
what the reservoir—what the reserves are in a reservoir. 
That is why I hire him, so he can tell me. And that is 
the same 
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thing I could do were I confronted with the question of 
going out into the—and getting into the business of an 
independent producer. I don’t suppose it is any different 
in a large corporation such as Natural, where Mr. Garver, 
the president, would not attempt to pass upon the reserves 
in a particular field or attempt to evaluate conflicting opin- 
ions of geologists as to the reserves. He is not a trained 
geologist, any more than I am. 

Q. He would leave it up to Mr. Burns, wouldn’t he? 

A. Sure, or to somebody else on his staff. They have 
to do that. 


But as to obtaining the dollars to finance that explora- 
tory program, he would be perfectly qualified, that is in 
his field. 


Q. Let’s look for a minute at the day to day operations 
of a pipeline. Do you have any first hand knowledge of 
how the dispatching of gas is conducted from day to day 
by a pipeline? 

A. Well, by ‘‘first hand knowledge’’—I have observed 
gas dispatchers at work, and electric dispatchers, too. I 
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know generally how it is done. But as to my sitting at a 
dispatcher’s desk and doing it, I think I could do it with 
a little instruction, but | couldn’t do it cold. 

Q. Do you think you would make a pretty good dis- 
patcher? 

A. I don’t know. I would try. 


2204 

Q. Have you had any actual experience in producing of 
gas under state laws and regulations? 

A. Experience as a producer? No. 

Q. Or as a consultant in that connection? 

A. Ihave examined on occasion the regulatory laws of 
the State of Texas and other states as to the production 
of gas and oil in connection with a number of proceedings 
before the Federal Power Commission, and in the Phillips 
Petroleum Company proceeding I testified with respect to 
the regulatory statutes and rules and regulations of the 
Railroad Commission of Texas, as to whether or not there 
would be any conflict between those rules and regulations 
and the—as a result of the regulation of independent pro- 
ducers. 

Q. Perhaps, having made those studies of the laws as 
they exist on the statute books, and the rules and regula- 
tions, you would admit it is a rather complex job to operate 
under these laws? 

A. Yes, sir. I would say that it takes training and 
experience and knowledge. 

Q. You have not ever personally negotiated a gas pur- 
chase contract with a producer, have you? 

A. No, sir, I have not. 

Q. Do you know today how many pipelines are carrying 
sums of money on their books, having had to pay for gas 
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they couldn’t take under gas purchase contracts with take- 
or-pay-for 
2205 

obligations? 

A. I assume there are a few. I don’t know. 

Q. <Aren’t you engaged in the pending El Paso rate 
case? 

A. Iam, but not as to that phase. 

Q. Do you have any knowledge of the magnitude of 
their take-or-pay-for obligations? 

A. No, sir. 

Q. You wouldn’t know whether it is about 19 to 20 
million dollars as of this time? 


Mr. Danaher: I submit the witness answered the ques- 
tion. 


Presiding Examiner: The objection is sustained. 


By Mr. MeDugald: 
Q. How about Transcontinental, do you know whether 
they have substantial take-or-pay-for obligations? 


Mr. Danaher: Same objection. Further, it is not prop- 
er cross and it is irrelevant to the issues in this pro- 
ceeding. 


Presiding Examiner: The objection is overruled. If 
he knows, he may answer. 

A. I don’t know of personal knowledge. I believe that 
I have heard, and it is purely hearsay, that they do have 
some amounts on their books for gas paid for but not 
taken. 

By Mr. McDugald: 
Q. How about Tennessee? 
A. I have no knowledge as to Tennessee. 
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Q. How about Arkansas-Louisiana? 
A. I have no knowledge of that. 
Q. How about Southern Natural? 


Mr. Danaher: I renew my objection to this line of ques- 
tioning, Mr. Examiner. No relevancy, and not proper 
cross. 


Mr. McDugald: Mr. Examiner, Mr. Van Scoyoc testi- 
fied in broad, sweeping language as to his idea of the bene- 
fit of reserves ownership by pipelines and the fact that in 
his opinion they don’t really need it. 


I am trying to find out how much background Mr. Van 
Seoyoe has to support the statement here; and the take- 
or-pay-for obligations the pipelines are under today cer- 
tainly, I think this record indisputably shows, present a 
very crying need for pipelines to acquire additional pro- 
duction. I think Mr. Van Scoyoe should be interrogated 


at length to find out the extent of his knowledge here. 
2207 


Presiding Examiner: There may be some connection 
to this line of questioning. I am going to overrule your 
objection, Mr. Danaher. 


Mr. Danaher: I might add the additional grounds, Mr. 
Examiner, it calls for the contents of a written document 
that is not in evidence here either in direct or on cross. 


Presiding Examiner: Very well. 
What was the last question? 
(Question read) 


The Witness: How about Southern Natural? I don’t 
recall from our work in the pending rate cases that there 
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were any amounts of take or pay, or amounts accrued for 
gas paid for but not taken in the year 1960 or in prior 
years, 
By Mr. McDugald: 
Q. Let me try to shorten this. Perhaps this question 
will do it. 


Do you or not agree that the major pipelines of this 
country are faced with some rather critical take or pay 
for situations? 

A. Some of them are. I know Natural, according to 
testimony of Natural’s witnesses in this case, is very close 
to that point, if they have not already reached it. 


However, those situations are of the pipeline companies’ 
own making, in a major respect, because they have signed 
the contracts for gas and have bought the gas, although 
they may 
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have been under compulsion in some cases to do so, by ne- 
cessity of meeting reserve requirements. 

Q. You are of course familiar with the 12-year rule 
of the Commission? 

A. Well, I have heard it expressed. I don’t know that 
the Commission has definitely laid it down as a binding 
rule. But I know that it has been interpreted by the Staff, 
at least, that— 

Q. You didn’t then, I assume, have an opportunity to 
read the last series of orders entered by the Commission 
in connection with Natural’s recent expansion program? 

A. I don’t think I have read the order on the last cer- 
tificate. 

Q. Those were Dockets CP61-30 and CP61-185. 
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A. I don’t believe I read that decision, 

Q. Didn't your firm participate rather actively in those 
proceedings? 

A. Yes, we did. 

Q. But you didn’t read the results? 

A. Well, the only reason for that is that I have been 
away from Washington quite a bit of the time. I have a 
lot of stuff to read that I have not read yet. 

Q. Pursuing that profit motive as a consultant? 

A. Yes, sir. I am sure it has been read by members 
of the firm. I have not personally read it. 
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Q. Do you have any knowledge of the growing problem 
in the producing states that Mr. Burns described in detail 
concerning the state regulatory commission orders that 
require pipelines to change purchase patterns from con- 


tract takes to takes according to allowables established 
for the fields? 


-A. I am aware that the state regulatory commissions 
of Kansas and Oklahoma particularly, and possibly now 
Texas, have been listening to the complaints of producers 
that certain pipeline companies are not taking gas ratably 
in certain fields. 

Q. Certainly I think you reeall in this proceeding Mr. 
Burns describing the problem Natural today has in the 
Ben Conglomerate in Jack and Wise Counties, Texas? 

A. Yes, sir. 

Q. Can you tell us in your own words just what this 
problem entails? 

A. In view of the fact the producers have—the pipeline 
companies have signed contracts with 75 percent or so 
minimum take or pay for provisions, and because of this 
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scramble for reserves and competition between pipeline 
companies to secure additional gas reserves, whether or 
not under compulsion of a regulatory agency, some of 
them have gotten themselves into positions where they 
may have to pay for gas not taken. That does not mean 
to me that they may ultimately lose what they have paid. 
It may mean just 
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deferment to a future period of taking the gas, though it 
has been already paid for. 

As I understand, proceedings before the Kansas Com- 
mission, for example, with respect to the Hugoton Field, 
the Kansas Commission, or the producers, have brought 
a complaint against Northern Natural and Cities Service 
and Colorado Interstate, and possibly other pipeline com- 
panies, alleging that they are taking less gas from Kansas 
Hugoton, compared to the amount of gas taken from the 
Oklahoma Hugoton, and I believe the Kansas Commission 
has entered an order that would require them to take more 
gas from Kansas Hugoton. 

Q. Is that your understanding of the problem? 

A. It is my understanding of the problem there. And 
my understanding of the problem with respect to the Jack 
and Wise Counties situation is that the producers are 
complaining that they are being discriminated against, 
that Natural and other pipeline companies are not giving 
them a fair deal in takes of gas. 

Q. Discriminated against in what sense? 

A. They are taking more gas from other producers 
and less from these particular producers who are com- 
plaining. 
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Q. Are they taking more gas, as you understand it, on 
the basis of contract terms? For instance, you under- 
stand, do you not, most of the contracts Natural has, in 
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fact all of the contracts Natural has in the Jack and Wise 
County areas, require a purchase from each producer on 
a reserve ratio take, one to—I believe it is 1 to 7.3. Do 
you recall that testimony? 

A. Yes. 

Q. Is it your understanding Natural is not purchas- 
ing gas in accordance with its contract obligations? 

A. No. I don’t understand that Natural is not purchas- 
ing gas in accordance with its contract obligations. I 
think that they feel that Natural is purchasing gas else 
where. 

Q. Oh, is that your understanding of the problem in 
the Jack and Wise County area? 

A. And are not taking as much gas from Jack and 
Wise as they should. 

Q. Is that the extent of your knowledge in this area? 

A. With respect to the Jack and Wise County situ- 
ation. 

Q. And you don’t know one of the producers is com- 
plaining he just wants more gas taken from him in the 
Jack and Wise County Field, and wants Natural to aban- 
don its contract obligations, and went down and prevailed 
on the Railroad Commission to exceed the contract obliga- 
tion? You don’t know? 

A. Well, I probably knew it from reading Mr. Burns’ 
testimony. But that had just— 


195 


(2212) 
2212 


Q. This would put a little different slant on your testi- 
mony that the pipeline were discriminating, wouldn’t it? 

A. I don’t think so, even at that, in the sense that the 
producer thinks he is being discriminated against. 


The pipeline company says ‘‘We are complying with our 
contract requirements, we are taking gas ratably from 
all the producers in this Jack and Wise area.”’ 


But producers are like everybody else, they want to 
get more if they can get away with it. 

Q. Really in this area then of the day to day opera- 
tions under these various state regulatory commission 
laws, dispatching of gas, and so forth, you are testifying 
here as an expert, but essentially are you not an observer 
in this area? 

A. Well, obviously an expert in economic fields, regu- 
latory fields, is an observer, in one sense of the word. 

Q. I don’t mean to be offensive. But really aren’t your 
opinions of the ivory tower nature here in this area? 

A. I don’t think so, because I have had practical ex- 
perience trying to make regulation work. 

Q. I see. 

A. During the time I was with the Federal Power Com- 
mission, and subsequently. And all these problems have 
some regulatory aspect. 

Q. I see. 


You have not been on the firing line, more or less, with 
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the producers down there, trying to get a gas supply? 
A. We can agree on that. My fighting with the pro- 
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ducers has been done up here in the Federal Power Com- 
mission rate cases, I believe. 

Q. After having reviewed your concepts of independ- 
ent producers this morning, and regulation, I am sure you 
have. 


You have not been retained, have you, by any independ- 
ent producer to assist them in their rate cases? Have you? 

A. Not to assist them in obtaining an increase in rates, 
I can assure you of that. 

Q. I knew the answer to that one before I asked. 

A. But I have been employed by independent pro- 
ducers to assist them in fighting a rate increase by a pipe- 
line company. 

Q. Let’s go back briefly. Prior to the war, we have 
agreed, certainly the pipelines as we knew them then were 
producing substantial volumes of gas from their own re- 
serves to meet their requirements? 


A. Yes, at least half of these 11 companies produced 
more than 50 percent of their gas. 

Q. From the position you held at that time and your 
ability to observe the situation, do you have any doubt 
that at least at that time the ownership of these reserves 
did give the pipelines some bargaining power in the pur- 
chase of gas? 
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A. I think at that time they did provide bargaining 
power to the pipeline companies. And that bargaining 
power resulted, in some cases, in some very low prices for 
purchased gas. That day has long since passed. 

Q. Let me explore one other facet of that. Have you 
ever looked at any of these early gas purchase contracts 
as to their terms? And I am not concerned here with price, 


197 


(2214) 


at the moment. I am talking about the operating terms 
of the contract as compared with the terms of a modern- 
day gas purchase contract. 

A. Yes, I have. In the old days the general term was 
“‘for the life of the field.”’ 

Q. And the other operating terms— 

A. Subject to economic limits of production. 

Q. And the other operating terms were quite benign 
in terms of the contracts today? 

A. They were much less restrictive than they are 
today. 

Q. Did they have a lot of take or pays at that time? 

A. Not a lot of them. 

Q. A few? 

A. There were a few, but not a great deal of them. 

Q. Did they provide for rather substantial swings, if 
vou recall? 

A. Yes. 
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Q. Were they more than 25 percent swings? 

A. In some of the old contracts there were no swing 
provisions, it was entirely up to the pipeline company. 
And some of those contracts are still used today by Nat- 
ural in the Panhandle Field. 

Q. Natural has some right now? 

A. That is right. 

Q. That it has had for about 20 years? 

A. Yes, sir. 

Q. Certainly this was because a buyer’s market existed 
at that time? 

A. That is correct. That is, to a considerable degree. 
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Q. At Transcript 1344 you made reference to the huge 
reserves discovered during the war. I am looking at line 
22 of Transcript 1343, really, is where you begin. 

A. Yes, sir. 

Q. And over on Transcript 1344 after having described 
this, I find this statement: ‘‘This situation still prevails.”’ 

Now, are you even remotely suggesting that that sug- 
gestion of huge reserves that were readily available to 
buyers exists today— 

A. No, that language on lines 4+ and 5— 

Q. —as it did then? 

A. No, that language related to the preceding sentence, 
“¢ Also, such method of acquisition entailed no large capital 
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outlay, thereby enhancing the feasibility of financing a 
project.’’ 

Q. I see. You are not talking in terms of the huge 
reserves of gas? 

A. No, that sentence did not apply to that. 

Q. I see. 

You talk at Transcript 1344, beginning at page 21, or 
line 21, rather, excuse me— and if I may digress for a 
moment you are now coming up to the beginning of the 
postwar period, are you not, at this juncture? 

A. Yes, sir. 

Q. Have you looked at and made a study of the terms 
of the contracts to which you refer on line 24 of the tran- 
script these long-term contracts, as contrasted to the con- 
tracts with producers as we negotiate them today? 

A. Did you say 1344? 

Q. 1343 sir, line 24. 

A. Oh I am sorry. 


(2216) 


Well, the initial contracts entered into in, say, 1946, 
1947, along in that period, were of course at least 20 years. 

Q. As to their other terms, weren’t they much less 
stringent than the contracts of today? 

A. Yes. They are less stringent than the contracts 
of today. 

Q. At Transcript 1332, Mr. Van Seoyoo— 
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A. 32? 

Q. Yes. I am looking at line 23, Your answer to the 
question beginning on—your answer beginning on line 
23 is the answer in which you state that a pipeline can 
function efficiently and so forth, without the ownership of 
any reserves. Then you add a caveat, at the top of Tran- 
seript 1333, that it must have the contractual right to ob- 
tain the gas as it is needed to meet market requirements. 


I am not real sure what you have in mind there. What 
type of contractual rights do you have reference to there, 
Mr. Van Seoyoc? 

A. I had in mind the right to obtain a certain volume 
of gas if you wanted it. It is the same type of contract 
that Natural has with its customers, its distributing utili- 
ties— 

Q. Oh, unlimited swing, you really have in mind there? 

A. I don’t think you can say you have an unlimited 
swing in your contracts with your distributors, because 
most of them are contract demand customers, and the 
amount of gas that the customer can take from Natural is 
limited. 

Q. Oh, are you talking just about the maximum take? 
It that right? 
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A. I was talking about the maximum take. 
Q. And you have no regard for the minimum takes 
that might be required under these contracts that you have 
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reference to, is that correct? 

A. No, I wouldn’t say that at all, because the minimum 
take is another facet of the contractual obligations be- 
tween the producer and the pipeline, or between the pipe- 
line and its customer, and there again there are minimum 
contractual requirements at the pipeline level, too. 


In other words, Natural wants a—now has a minimum 
requirement of 75 percent of its commodity charge plus a 
demand charge. 

Q. What is the relevance of that here? Would you 
explain that? 

A. Well, you asked me about looking at the minimum 
side of it, so I wanted to look at the minimum side. 

Q. What relevance does that have to Natural’s gas 
purchase contracts, or any pipeline’s gas purchase con- 
tracts? 

A. Jam answering your question. 


Mr. Danaher: I submit counsel interjected that theory 
into his cross-examination, and he is responsible for the 
question, not the witness. 


Presiding Examiner: You will have to reframe your 
question, Mr. McDugald. 


By Mr. MeDugald: 
Q. You have in some way unknown to me proceeded to 
tie into this answer of your relating to the caveat that you 
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add to your opinion, providing it has the contractual right 
to obtain the gas as is needed to meet its market require- 
ments the 75 percent minimum bill of Natural. 


Now, I did not understand how you tied it in, and I 
wish you would explain it to me again. 

A. First, you asked me whether I was concerned only 
with the maximum entitlements of the customer, and I 
said No, I would also consider the minimum obligation 
that the customer had to bear, and as illustrative of that 
I pointed out the minimum requirements with respect to 
Natural and its customers. 

Q. Isee. 

A. In other words, this works on both ends of the pipe- 
line company. 

Q. <And this has something—this has to do with the 
contracts, as I understand it, between Natural and its 
producers to obtain the gas as it is needed to meet its 
market requirements, is that right? 

A. No, on page 1332 I said I believe a natural gas 
company can function efficiently and properly serve the 
publie without ownership of any gas reserves whatsoever 
providing it has a contractual right to obtain the gas as 
it is needed to meet its market requirements. 


Now, the customers of Natural, like Natural itself, in 
buying gas from producers, have contractual rights to ob- 
tain the gas they need. And in both cases there is a mini- 
mum and 
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a maximum obligation imposed on the customer, on the 
buyer. 
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Q. What I really— 

A. <And I say if he has those rights he can operate 
efficiently and economically without the need of gas re- 
serves, that is, gas reserve ownership. 


Mr. MeDugald: Mr. Examiner, I am probably spend- 
ing too much time here, but I just don’t understand what 
the witness has in mind here. 


Presiding Examiner: I was under the impression that 
the answer simply means that if they have the gas supply 
it doesn’t matter whether it is produced or purchased, 
they can operate efficiently. 


By Mr. MecDugald: 

Q. Let’s assume a pipeline has no production what- 
soever. Do I understand the purport of your answer 
then is that if it has a contractual supply that permits it 
to operate its pipeline at maximum efficiency, then it 
doesn’t need any gas produced on its own? Is that what 
you are saying? 

A. Well, not quite. I am simply saying, Mr. MceDugald, 
that regardless of whether the owner of the reserves, the 
gas supply—regardless of whether the reserves, the gas 
supply, is owned, such as Natural owns a gas supply in 
the Panhandle Field, or whether Natural would buy all 
its gas, such as it does with a large share of it, that they 
would operate just as efficiently in one case as in the other. 
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Q. If the contract terms permit it to operate in the 
same fashion it would if it had its own produced gas, is 
that what you are saying? 

A. Yes, 


(2221) 
Q. Oh, I see. 


In other words, if these contracts, then, permitted it, 
for instance, to swing from virtually zero, from 40 or 50 
million in the summer, to 220 in the winter, this is the 
type contract you have in mind? 

A. If the pipeline company which does not own any 
reserves of its own and can buy gas on a basis by which 
it can meet its market requirements, I think it can operate 
as efficiently and economically as it could if it owned the 
reserves outright. 

Q. Let’s go to another subject for a moment, Mr. Van 
Scoyoe. 


Isn’t it possible that conditions in an industry can 
change over a period of 15 to 20 years? In other words, 
let me for this purpose concede, for the sake of argument, 
that all you say is true as to why pipelines resorted to the 
use of purchased gas right after World War II. Isn’t it 
possible today that the situation is different and that you 
and the Commission and all the industry should carefully 
reappraise the situation in light of existing facts? 

A. Well I would agree that conditions have changed, 
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and I think I have spelled out in my testimony what those 
changes have heen with respect to the gas supply situation 
and the methods which have been utilized by pipeline com- 
panies to acquire a supply of gas. 


Now, I have appraised this situation in my own mind as 
of the present time, otherwise I wouldn’t be making the 
recommendations that I have. 
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You understand, I am not against pipeline companies 
owning gas reserves at all. 

Q. I see. 

A. And my testimony should not be so interpreted. I 
favor the ownership of reserves by pipeline companies, 
because I feel that reserve ownership puts capital to work 


by pipeline companies, and the only way the pipeline com- 
pany can make a profit is by having a rate base, and the 
ownership of gas reserves and the production facilities 
provides the company with a rate base. 


If the company wants to make a profit on the gas it 
sells, the only way it can do it is by owning the gas re- 
serves. Otherwise, the purchased gas cost goes into your 
cost of service, and vou don’t make any profit on what 
you pay for it, the only profit you make is a return on the 
facilities used to deliver that gas to customers, 


In my own thinking, I favor the ownership of facilities 
by utilities, and not the leasing of facilities from others 


2223 


or depending on others for your supply, at least so far as 
you can do so on an economic basis. 

Q. Then I think essentially the only difference between 
you and Mr. Garver is the way you go about doing it? 

A. I think the basic difference between Mr. Garver 
and myself on this question is that it is his view that Nat- 
ural must have this additional incentive of approximately 
$4 million in order to induce it to go out and explore for 
natural gas. And this additional $4 million is based upon 
giving Natural a field price or commodity value or area 
price, if you want to call it that, on the company’s exist- 
ing production. 
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I say there is no need for that, that the rate of return 
given to Natural provides all the incentive that is re- 
quired, and this additional incentive would be an unjust 
and unfair imposition on Natural’s customers, and the 
ultimate consumers who would get their gas from Natural. 

Q. Perhaps in your zeal here you overstated this just 
a bit. Literally, isn’t the figure you have developed three 
million three, rather than the four million-plus, that I 
think you just spoke about? 

A. The figure is three million three, yes. That is right. 

Q. Let me ask you this, too: Do you have any doubt 
whatsoever in your mind that if Natural were given the 
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incentive that its management believes is necessary, it 
would not go out and undertake an aggressive explora- 
tory program? 

A. Well, I am not going to state that I think that the 
assurances which Mr. Garver made on this witness stand 
here are false. And that is what you are asking me, really, 
to do. 
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Q. I did not ask that. 

A. I will say this, however, that the Commission did 
give a so-called incentive field price to Olin Gas Industries 
prior to the decision of the Court of Appeals of the District 
of Columbia in the Panhandle case. And it is interesting 
to see what has happened with respect to Olin. 


If you will look at page 49, that decision—I am sorry, 
Exhibit 49, that decision with respect to Olin was entered, 
I think about 1955, and the production in 1959 has gone 
down from what it was in 1953. 
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Q. Have they produced a rather substantial volume of 
gas in the interim? 

A. In 1959 they produced at the rate of 45—I am sorry, 
35,142,500 Mef. The figure for 1960 is only 33,123,682. So 
I wouldn’t want to draw a positive conclusion from that, 
certainly, without giving the matter a detailed study. But 
offhand it certainly would appear that this additional in- 
ducement by the use of the field price method has not had 
any real salutary results. 

Q. Let me ask you this: Does Olin sell all of its gas for 
resale under circumstances whereby the rate at which it is 
sold is subject to jurisdiction of the Commission? 

A. No. Part of its rates are subject to the jurisdiction 
of the Louisiana Commission. 

Q. Doesn't it make a lot of direct industrial sales? 
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A. Yes, and certain of those direct industrial sales are 
not subject to anybody’s jurisdiction. 

Q. You don’t know then how much of its own produced 
gas is going to the jurisdictional customers, let me say, in 
terms of the Federal Power Commission, do you? 

A. No,Ido not. But if you will look at Exhibit 26 vou 
will see that during the period between 1953 and 1959 the 
company experienced a tremendous increase in the volume 
of purchased gas. 


Perhaps I can tell you what the relative sales were in 
1960. The sales for the year 1960 totaled 196,148,594 Mef, 
of which sales to other gas utilities were 30,890,121 Mef, 
and sales to industrial customers were 165,258,473 Mef. 


How much of these industrial sales were subject to regu- 
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lation by the Louisiana Publie Service Commission I don’t 
know. 

Q. Just for the record, I assume you are reading from 
“‘Statisties for Natural Gas Companies”’’ for the year 1960? 

A. That is right. 

Q. And I have the 1959 one, and the figure are very 
much comparable here. 

Presiding Examiner: Would this be a convenient time, 
Mr. MeDugald? 


Mr. MeDugald: It certainly would, your Honor. 
Presiding Examiner: We will stand in recess until 
2227 
ten o’clock tomorrow morning. 


(Whereupon, at 4:30 p.m. the hearing was recessed, to 
reconvene at 10:00 a.m., Wednesday, December 6, 1961.) 


. * * -_ * 
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Presiding Examiner: The hearing will be in order. 


MELWOOD W. VAN SCOYOC was recalled as a witness, 
and having been previously sworn, was examined and 
testified further as follows: 

Cross-Examination (Resumed) by Mr. McDugald: 

Q. Just before the recess yesterday, I think we had 
been briefly discussing the situation in the pipeline indus- 
try as it existed at the close of World War II and today. 

We had just entered that area. 


First, let me ask you this question in terms of the Why, 
the reason the new pipelines were so largely built on the 
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basis of gas purchase contracts. Would you not concede 
there was quite a bit of competition to get to the markets 
the ‘‘fustest with the mostest,’’ in so far as those pipelines 
were concerned, and the quick convenient way to do this 
was to acquire gas reserves by purchase contract? 

A. <As I testified, there was a pent-up demand for natu- 
ral gas which was not satisfied during the war. Further- 
more, there were promoters who wanted to put capital to 
work and the natural gas industry appeared to be a very 
good area for that type of promotion. A combination of 
those two factors, I believe, was responsible for the devel- 
opment of the pipeline 
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industry, plus the fact that financing, the financing of the 
situation was relatively easy at that time, there was lots of 
capital available. 

Q. You don’t feel the idea of putting together a project 
as soon as possible and getting to the market as quickly as 
possible had anything to do with it? 

A. Well, obviously these people wanted to start making 
money as fast as possible. This was one way of getting 
the gas reserves, and a perfectly satisfactory way in every 
respect. 

Q. Let’s talk then about the situation as it existed then 
and as of today. You will concede, I assume, the load pat- 
terns in the markets have changed as between the immedi- 
ate post-war period and today? And I am speaking in 
terms of load factor and so forth. 

Is that not true? 

A. The pre-war period and today? 

Q. No, post-war. Pre-war was a horrible thing. I don’t 
want to talk any more about that now. 
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A. Well, I know it is a fact that in the past few years 
on some pipeline systems the load factors are lower than 
they were in say ’47, ’48, ’49, ’50 and that area. 

Q. Substantially so, in some cases? 

A. Well, they have gone from 95 percent to say 87 or 
85. I don’t think there has been a great drop-off, to my 
knowledge. 

Q. The price position of gas has changed substantially? 
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A. Yes, both as to cost of gas in the field, and the rates 
for the sale of gas in the markets. 

Q. That was the next thing. There has been a very sub- 
stantial change in the competitive price in the market end 
as between the oil, gas and other fuels, is that not correct? 

A. Only, I believe, so far as industrial use, primarily 
in the boiler fuel market. I think, as far as residential, 
commercial and firm industrial business is concerned, that 
gas is quite competitive with other fuels at the present time, 
in most market areas. 

Q. Do I understand then you don’t really think there 
has been much change in the industry between the imme- 
diate post-war period and today? Is that about the pur- 
port of vour testimony? 

A. Much change is a relative term. 

Q. In the characteristics of the load, competition in the 
field, competition in the market end. 

Do you think they are about the same? 

Q. No, I didn’t say that. There have been changes in 
all those factors. 

Q. But you don’t think they are very significant, is that 
it? 
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A. Well, you are using relative terms, ‘‘very signifi- 
cant,’’ I think there have been significant changes, yes. 
Q. But not significant enough to change your views in 
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any sense? 

A. Views on what? 

Q. As to whether or not the pipelines should own their 
own reserves and be given an adequate incentive? 

A. I have always taken the position, as I said yester- 
day, I am for pipeline companies owning their own reserves 
and having adequate incentive to do so. My conception of 
an adequate incentive seems to be different from the com- 
pany’s view as to what an adequate incentive is. 

Q. Let’s go back to a subject we discussed yesterday. 

The Natural Gas Act became effective in 1938, and in the 
following year, I believe, 1939—I believe your date was 
1939, wasn’t it—wasn’t it in 1939 the rate case against 


Natural Gas Pipeline was started by the Commission? 
A. I don’t remember the exact date—late °88 or °39. 
Q. About 1939 as I recall. 

A. Yes. 


Q. In 1942 the Commission came out with its decision 
in the Canadian River case, applying the cost concept to 
company production. 

A. Yes. 

Q. And Natural’s leases were fully developed at about 
this time, were they not, as I believe Mr. Burns pointed out? 
I refer to transcript 232. 

As I reeall Mr. Burns said they had completed all the 
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drilling, were drilled up, approximately, in the early forties. 
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A. Sometime in the forties, I believe, they became 
drilled up. I am not sure of the date. 

Q. Do you recall Mr. Brown’s testimony in Docket 
G-10912 proceedings, that at the time of original acquisi- 
tion of the total leaseholds they acquired, their drilling 
obligations amounted to about 1,000 wells? 

A. I don’t recall that testimony. But I do know and 
have testified there was a substantial amount of acreage 
acquired, that was later dropped. 

Q. A lot of that, that they acquired, nearly half, was 
undesirable acreage and they dropped it as soon as they 
could to relieve themselves of the delay obligations and 
drilling obligations? 

A. Yes, 

Q. A lot of it was in the sour gas area that at the time 
many thought would never be used for natural gas pipe 
lines? 


A. That is right. 

Q. If all of those 1,000 wells had been drilled, Natural’s 
development cost would have been very much in excess of 
the development costs now included in its rate base, 
wouldn’t it? 

A. I think so. 

Q. And their actual investment in development cost: 
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as shown in this case, some $5,300,000—$5,293,925, isn’t 
that correct— 

A. JI will accept that. 

Q. Ithink that is shown in the Staff’s working papers to 
which you had access. 

A. Iam sure it is a figure that could be easily verified. 

Q. Actually then at the date of the Canadian River de- 
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cision by the Commission Natural’s total investment wax 
approximately $21 million, in its producing properties? 

A. Yes. 

Q. That is the acquisition cost of the leaseholds and 
developmental costs? 

A. Yes, sir. 

Q. And since the Canadian decision wasn’t until 1942, 
certainly I would assume the Staff had made a recom- 
mendation prior to that time as to the proper handling 
of the production properties. You have knowledge of that, 
I take it? 

A. Well, I was not at that time, in 1939, and until the 
time I left military service, dealing with natural gas rate 
cases. 

Q. I see. 

A. And I don’t have any personal knowledge of that. All 
I know is from the documents that I have examined and 
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statements Mr. Charles W. Smith and other members of 
the Staff made to me. 

Q. In any event, you would certainly agree that the 
Staff’s position was made known as to the original cost 
application to production properties prior to the decision 
by the Commission? 

A. Yes, so far as the Staff’s position as to the use of 
an original cost rate base it was known prior to the de- 
cision and was definitely known during the course of the 
rate proceedings. 


However, the first decision, you will recall, I am sure, 
the first decision of the Commission was an interim order 
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in which the Commission accepted the claims of the com- 
pany as to a fair value rate base. 

Was that Canadian River or Natural? 

I am sorry, it was Natural. 

I think you have the cases mixed. 

I assumed you were asking about Natural. 

No, I had specific reference to Canadian River. 

A. That was definitely on a cost basis. 

Q. You have shown some figures on 1338 of the tran- 
script relating to Natural Gas Pipeline Company of 
America. I think it is obvious, but you are not suggesting 
that those figures indicate that the management of Nat- 
ural believes that the cost rate base method provided an 
adequate incentive to own 
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and expand production operations, are you? 

A. You mean the figures themselves? 

Q. Yes. 

A. The figures themselves merely indicate how much 
money Natural spend in those years for exploration and 
development as compared with what other pipeline com- 
panies listed on that page spent in those same years. 

Q. Let’s look at your theory then, of the cost method, 
more factually. At transcript 1315 you have shown the 
actual payments by Natural for its West Panhandle Field 
which we have been discussing, aggregating $14,934,485 
plus an additional $881,973 that represented preliminary 
expense and interest during construction. That gives us 
the total of $15,816,428. 

A. Yes, sir. 

Q. As we have just discussed Natural’s development 
costs were about $5,300,000 or a total of about 21 million, 
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as I said a minute ago, in round numbers, as their total 
investment in rate base, is that correct? 

A. That is correct. 

Q. You are not suggesting at transcript 1318, where 
you speak of Natural paying the highest cost per acre, 
that this investment was improvident simply because they 
may have paid more than someone else? 

A. No, I have not suggested such a thing. 

Q. And you said the amount paid for this Panhandle 
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acreage was included in Natural’s rate base and its cus- 
tomers have been paying a return on such costs plus de- 
velopment cost of acreage ever since. Isn’t that correct? 

A. Yes. 

Q. Wouldn’t you agree that it is perfectly consistent 
with and is required under your cost method of production 
regulation that they be included in the rate base? Is any- 
thing wrong with that? 

A. No, sir. 

Q. All right, sir. Let’s refer to Exhibit 4, Mr. Van 
Seoyoe, in this proceeding. And will you turn to page 23 
of that exhibit? 


Mr. McDugald: Your Honor, I was in error, it is page 
22. 


By Mr. MeDugald: 

Q. I am looking at line 6, Mr. Van Scoyoe. I see the 
gross wellmouth properties listed there at $11,671,443, as 
of December 30, 1960, isn’t that correct? 

A. Yes. 

Q. For your convenience let’s round that to $11,600,000 
for our purposes. Let’s call it $11,700,000. That is easier 
for me to handle. 
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If you check the Staff’s exhibit, I think you will find 
they have the same figure. This includes the developmental 
costs of Natural’s properties, $5,300,000? 


2238 

A. It does. 

Q. That leaves about $6,300,000 of this $11,700,000 fig- 
ure to represent Natural’s actual investment in leaseholds 
that you say have been in its rate base and that its cus- 
tomers have been paying return on ever since. 

A. That is correct. 

Q. The way I caleulate that, I am short about $9 million 
of investment in the leasehold estates down in Texas on 
which you say I am entitled to earn a return. 

A. No, I didn’t say that. 

Q. Do you agree with my mathematics? If I deduct 
the six million three from the twenty-one—from the 11 
million we have shown there, I am short about nine million 
four, am I not? 

A. The difference between somewhere around $9 mil- 
lion that you refer to represents leasehold costs that were 
written off by Natural during the earlier years. I did have 
some figures on that at one time. It seems to me it was 
mostly written off up to somewhere around °40 or °41, 
somewhere in there, written off from 1930 up to then. 

Q. I think if you check closely, you will find it was 
written off earlier in the thirties than you imagine. 

A. But over that period. 

Q. And they largely represented the cost of the un- 
desirable leaseholds Natural acquired at the time of 
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its original purchase of these leaseholds? They bought 
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them knowing they didn’t want them, and let them go as 
fast as they could? 

A. I think that is correct. 

Q. This is acreage they knew they had to buy to acquire 
the total block, as I believe you testified. 

A. Yes. 

Q. And also part of that adjustment is, is it not, an 
original cost adjustment required by the Commission in 
about 1950, of about $1,150,000 in the leasehold estates. 

A. I recall such an adjustment. 

Q. Then is your statement correct, the $15 million was 
included in Natural’s rate base and has been—it has been 
earning on that and its customers paying a return on it 
it ever since? 

A. They have included in the rate base in this case 
and prior cases the amount of net investment the company 
had on its books in wells and leases. And certainly if the 
company doesn’t own the acreage and has surrendered it, 
it is not proper to inelude it in the rate base at this time. 

Q. In other words, if they had to acquire this bad 
acreage to get good acreage, acreage that was no good 
whatsoever, they are not entitled to earn any return on 
the investment in the undesirable acreage, is that what you 
are saying? 

2240 


A. So far as I know the company has never made a 
claim for any amount it had expended for acreage back 
there at the inception of the project, and which was sub- 
sequently abandoned. 

Q. In the rate case— 

A. Because the cost—that is a loss, and that loss is 
one of the elements which the company recovers through 
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an allowance for exploration and development costs. 

Q. Did it have any back in those days? 

A. I don’t know what it charged to exploratory costs 
in those days without looking up the rate case exhibits. 
I don’t know if they go back to 1930. 

Q. I thought yesterday we agreed prior to the war the 
pipeline industry wasn’t a very profitable industry. I 
think you said two companies went into bankruptcy. And 
I think you heard Mr. Kessinger testify. 

A. They were making enough money so that the Federal 
Power Commission reduced the rates of Natural some $5 
million a year in 1942. The test period was probably 1938 
or 1939. 

Q. It wasn’t before the Natural Gas Act was passed, 
I hope. 

A. I just can’t answer that question without looking it 
up, as to what the earnings of Natural were all of the years 


prior to the Commission’s determination. I agree that 
they had their problems during those early years, some of 
them did. 
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Q. So I can be consistent at least with your theory 
of the cost method of regulation, that a pipeline is assured 
of the recovery of the capital it invests in producing lease- 
holds, and since I believe you assert Natural’s customers 
have been paying a return on its actual investment in lease- 
holds since 1931, as I read your testimony— 

A. Where did you read that? 

Q. I think you made a rather positive statement. But 
that is beside the point— 

A. When you say I said that, I just want to know where. 
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Mr. Danaher: I submit counsel should direct the wit- 

ness’ attention to the part of the record he refers to. 
By Mr. McDugald: 

Q. Turn to page 1329, please. Just before that you had 
been discussing and developing this $15 million, pointing 
out Natural paid the highest cost of any producer, and I 
find at line 22, page 1325, you say: ‘‘The amount paid for 
the acreage was included in the rate base and customers 
ever since have been paying a return on such costs plus 
the development costs of such acreage. 

Is that a correct quotation? 

A. It is, from my testimony. 

Q. I have recalculated your Exhibit 22, sir, to include 
first the leascholds that were written off in the early thir- 
ties in the amount of some $6,800,000, and using 
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precisely the same method that you used in developing 
your figures on Exhibit 22, I produce a rate of return on 
Natural’s production properties on the basis of their true 
original cost by including this figure of 17.7 percent. 


Would you agree to my mathematics on that? 

A. Are you referring to Exhibit 22? 

Q. Yes, sir. I am including some additional rate base 
in Exhibit 22, some $6,800,000. 

A. I couldn’t agree with you on that. If you are re- 
ferring to Exhibit 22, that is not my understanding of 
Exhibit 22. 

Q. The Exhibit 22 I have says ‘‘Actual rate of return 
which would be earned on investment in wellmouth prop- 
erties based on company claimed cost of service, including 
commodity value at 8.25 cents per Mef.’’ 
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Do you have a corresponding exhibit? 

A. Yes, but mine is numbered 24. 

Q. I think your exhibit numbering is wrong, Mr. Van 
Scoyoe. 

Presiding Examiner: Yesterday we had a little con- 
fusion about whether Exhibits 22 and 24—whether or not 
they were the right numbers. I have not checked it out. 
It was pointed out to me that the one I had as 24 should 
be 22. 

Mr. MeDugald: The transcript verifies that. I think 
the transcript, for the record, will verify the fact that 
2243 
the exhibit from which I just read the title is Exhibit 22. 
The Witness: I think you are in error, Mr. MeDugald. 
Presiding Examiner: What is the title of the exhibit 

that you are discussing? 

Mr. MeDugald: ‘‘Actual Rate of Return which would 
be Earned on Investment in Wellmouth Properties Based 
on Company-Claimed Cost of Service Including Commodity 
Value at 8.25 cents per Mef.’’ 

Mr. Brackett: Looking at the title page of Volume 10, 
that is the title of the document listed as Exhibit No. 22. 

The Witness: No, sir, it is Exhibit 24. 

Presiding Examiner: Off the record. 

(Discussion off the record) 


Presiding Examiner: On the record. 


There appears to be some confusion about the numbering 
of the exhibits. 
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As originally indexed Exhibit No. 22 read ‘Actual Rate 
of Return which Would Be Earned on Investment in Well- 
mouth Properties Based on Company-Claimed Cost of 
Service Including Commodity Value of 8.25 cents per 
Mef.”’ 


A corrected index page was received which would change 
the exhibit number to 24. We will go back to the iden- 
tification at that time they were put into the record, and 
the reference to wellmouth properties will be Exhibit 
No, 22. 

2244 


Number 24, the title will read ‘‘Actual Rate of Return 
which Will Be Earned on Investments in Total Utility 
Property Based on Company-Claimed Cost of Service In- 
cluding Commodity Value of 8.25 cents per Mef.’’ 


Does that clear up the situation, gentlemen? 


Mr. MeDugald: Yes. 
Presiding Examiner: Very well. 


By Mr. McDugald: 

Q. We are now agreed that the wellmouth exhibit is 
22? 

A. Yes, sir. 

Q. Would you accept my figure subject to check that 
if I include an additional rate base of $6,800,000 in your 
Exhibit 22 which represents the cost of the released acreage, 
it would produce a rate of return on investment there of 
17.7 percent? 

A. I have not made the calculation, but I will accept 
your figure for—subject to check. I would like to point 
out that that would not coincide with the title on the ex- 
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hibit, because the investment which I have used here is 
based on the company’s claimed cost of service, and you 
are adding something to the company’s claimed cost of 
service with which I would disagree as being proper cost 
to start with. 

Q. I assume you would also disagree with our request 
for commodity value of 814 cents? 
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A. Yes, but I see those are not related. 

Q. If I include the $1,150,000 Natural was required to 
write off its books as original cost adjustment, I further 
reduce the return you calculated on your Exhibit 22, to 
15.49 percent rather than the 48.23 percent you calculated. 
Would you accept that figure? 

A. Subject to check I will accept that. I would not 
agree it was appropriate to reinstate the item which was 
written off, because it may not have been an appropriate 
item to be recorded on the company’s books in the first 
place. 

Q. If I included in your Exhibit 22 an additional 
$2,900,000 of exploratory expense, that is the estimated 
average annual under Mr. Burns’ proposed program, I 
would derive return on Natural’s wellmough properties of 
3.82 percent. 


Would you accept that subject to check? 

A. There again I don’t think the—I don’t think that 
would be realistic. 

Q. Not avery realistic return on production properties, 
would it, 3.82 percent? 

A. I would say that would be below what I would con- 
sider reasonable for Natural, certainly. 
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Q. You would agree that return would not produce 
large additional profits on and above fair rate of return 
in Natural’s investment in natural gas reserves? 
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A. If you inflate the figures you have filed in this case 
as to what the cost of service is, by something else, obvious- 
ly then it is going to change the percentage of rate of re- 
turn. 

2247 


Q. By the same token if you deflate the figures— 

A. I have not deflated anything. I have used the fig- 
ures you claim as cost of service. 

Q. If that lost $9 million of investment were included 
in a cost of service you would also be entitled to depletion 
on that, which would add to the cost of service, would it 
not? 

A. Certainly, except you can’t get depletion twice on 
the same property. 

Q. That is right. And if we disregard entirely the 
two rate base adjustments I am talking about, and included 
in your Exhibit 22 only the $2,900,000 average exploratory 
expense Mr. Burns testified to, I still only derive a return 
of 11.89 percent on Natural’s wellmouth properties. Would 
you accept that subject to check? 

A. Yes, subject to check. 


But as I understand, that expenditure will not be made 
if the cost method of regulation is found by the Commis- 
sion to be proper with respect to Natural Gas Pipeline 
Company’s production properties, and on that assumption 
I don’t see how you could include it in here. 
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Presiding Examiner: May I have that question and 
answer read? 
(Question and answer read) 
By Mr. MeDugald: 
Q. I have taken the same adjustments over to your 
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Exhibit 24, your total transmission, Mr. Van Seoyoe, and 
making the same adjustments in the figures you used to 
develop your rate of return in Exhibit 24—and I first in- 
elude only the $6,800,000 cost of the undesirable released 
acreage, I derive a return of 7.05 percent on Natural’s 
investment in total utility plant. Would you accept that 
subject to check? 


Mr. Danaher: Do you understand the term ‘‘same ad- 
justments’’ as used by counsel? 


The Witness: Yes. 


It will change the answer on line 12, and I would accept 

the figure subject to check. 
By Mr. MeDugald: 

Q. If I add the 1,150,000 original cost adjustment re- 
quired in 1950 as a part of the rate base calculation in your 
Exhibit 24, I caleulate a return of 7.01 percent. Would 
you accept that subject to check? 

A. Yes. 

Q. Then if I add to that the $2,900,00 exploratory ex- 
pense, I get a rate of return on Natural’s total invest- 
ment of 6.64 percent, in lieu of the 7.18 percent you show 
on Exhibit 4. Would you accept that subject to check? 

A. Yes, and of course my acceptance is subject to the 
same qualification that I stated earlier, that I would dis- 
agree with the inclusion in cost of service of these 
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various items, because the company is not making such 
claims. So far as the rate base items, it has never made 
such claims in the rate cases, at least since the initial rate 
case. 

Q. Do you understand, Mr. Van Scoyoe, that at the time 
Natural’s rates were first established in the original rate 
case, the Commission required that the released acreage 
be included from rate base? 

A. It is my understanding the initial rate decision of 
the Commission, as I explained earlier, was based on ac- 
ceptance of the company’s fair value rate base figure, the 
interim order. Subsequently there was a settlement made 
on the basis of an original cost rate base, and a further 
reduction was made in Natural’s rates, in the same dockets. 

Q. And you think the management of Natural voluntar- 
ily threw away this six million eight, then? 

A. Well, it was already gone off your books. As I 
say, I was not in that case. And my knowledge of it is 
purely from looking at the documents and discussing it 
with Staff members who were in the case. 

Q. How about the original cost rate base adjustment 
in 1950? 

A. There was no amount in there for acreage which 
had been written off. 

Q. They were required to write their rate base down by 
$1,150,000? 

2250 

A. Yes. 

Q. Do you know the reason for that? 

A. I think it dealt partly with some affiliated company 
transactions in connection with the acquisition of the 
acreage. 
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Q. To refresh your memory, it was a difference in cost, 
as I recall, between the actual costs of acquiring the re- 
serves on the part of the Texas Company, and what Natural 
paid the Texas Company for those reserves. 

A. That is what I had reference to, affiliated company 
transactions. 

Q. Asa matter of fact, you studied the record in G-109, 
and particularly Mr. Brown’s testimony? 

A. Yes. 

Q. And don’t you remember the testimony there the 
total—the deferred dollar per acre paid to each company 
was based on whatever one was going to get, everybody 
was paid the same amount? 

A. There were some slight variations, but the Texas 
Company was one of the promoters, initial promoters of 
the project, in my recollection. 


Mr. Albrecht: What project? 
The Witness: Natural Gas Pipeline project. 


Presiding Examiner: Mr. McDugald, are you contend- 
ing that the dollars shown in your cost of service for well- 
mouth 
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properties should be greater? 


Mr. MeDugald: No, Your Honor. I am simply trying 
to show Mr. Van Scoyoe has made positive and unequivocal 
statements here that a company gets back every dollar 
it invests, through depletion, depreciation and amortiza- 
tion, and he says as a consequence ‘‘I don’t see why the 
pipelines don’t explore for and develop reserves.”’ 
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I am saying the Natural Gas Pipeline Company of Amer- 
ica for one has had very unfortunate experience in this 
connection, and I wanted to present it on the record, in 
connection with Mr. Van Scoyoe’s testimony, relating to 
the accuracy of his testimony, I might say. 


If I might direct Your Honor’s attention to Mr. Van 
Scoyoe’s statement at Transcript 1319, Your Honor, line 
16, that is an example of the sort of thing I had in mind, 
the summarization. 


Presiding Examiner: Thank you. 


Mr. Danaher: Do you believe it would be good to read 
that section into the record, so anyone who reads the record 
will know what Mr. McDugald is referring to? He simply 
refers to a page in the record without designating what 
that page designates. 


Presiding Examiner: Well, he has answered my ques- 


tion. 


You may proceed. 
2252 


By Mr. McDugald: 

Q. Talking a little more about your testimony as to 
why pipelines did not acquire reserves after the war, Mr. 
Van Scoyoe, I think you yourself there stated that during 
all these years the new pipelines were coming into being 
and expansions of the old pipelines were taking place, the 
Commission’s rate-making policies were well known to 
the informed investor, is that correct? 

A. Yes, sir. 

Q. And certainly one of those pclicies was the use of 
the original cost method in connection with pipeline owned 
reserves? 
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A. Yes, sir. 

Q. But you don’t think that had anything to do with the 
reason for not expanding production, as I understand your 
testimony? 

A. As I said yesterday, I feel it had a very minimal 
impact considering the total industry. As far as Natural 
is concerned, witnesses have testified that that was the 
sole reason why they did not engage in production activities 
or exploratory activities, because the Commission’s method 
did not provide sufficient incentive. 


My answer to that is simply that a lot of the other pipe- 
lines have not gone along with Natural’s position in that 
regard, at least so far they have been willing to spend 
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large sums of money in exploratory activity and to spend 
hundreds of millions of dollars in producing leases and 


wells. And they are apparently satisfied. 

Q. We wanted to look at those. If you want to come 
back to those, I promise you we will, in time. 

A. They were apparently well enough satisfied to en- 
gage in that type of activities. 

Q. Under the cost incentive? 

A. Yes. Of course, if they can get more, they will 
want to. But they have gone ahead anyway, whereas 
Natural hasn’t done anything in that regard, other than 
the Peoples production operation and the second Texoma 
exploratory program. 

Q. That latter wasn’t much of a program, was it? 

A. Well, they spent $6 million, I believe the testimony 
shows, over a period of six or seven years. And— 

Q. Let’s talk a little more about gas purchase con- 
tracts. We have already agreed you have never personally 


228 


(2254) 


engaged in the negotiation of a gas purchase contract. 
Have you ever had any experience in negotiation for the 
purchase of a proven or semi-proven gas reserve from a 
producer? 

A. No, sir. 

Q. No personal experience in that area? 

A. No, sir. 

Q. Are you aware of the terms of some of such 
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purchases in recent years, for instance the Rayne Field? 
A. In general I am familiar with the terms, though I 
have not examined the Rayne Field contract, or some of the 
other more recent ones like the Tenneco contract. 
Q. Essentially in terms of takes and so forth, is there 
any significant difference between that type of a reserve 


acquisition and a gas purchase contract? 


Mr. Albrecht: What do you mean by ‘‘that type’’? 


Mr. McDugald: A Rayne type, that he says he is gen- 
erally familiar with. 


Presiding Examiner: I am not familiar with it. 


Mr. McDugald: An ABC transaction under which Texas 
Eastern acquired the reserves in place in the Rayne Field, 
under an arrangement whereby a middle corporation lit- 
erally owned the reserves and Texas Hastern entered a con- 
tract with the middle corporation to purchase a certain 
volume of gas from the middle corporation that was 
geared to the payments for the reserves over a period of 
years. 


Presiding Examiner: Thank you. 
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By Mr. MeDugald: 

Q. «Are the take or pay requirements under such an 
arrangement essentially the same as a gas purchase con- 
tract as we know it today? 

‘A. No, I don’t know the details of the Rayne Field 
purchase contract. 
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Q. You have no knowledge in that area, as I understand 
it? 

A. Isaid I have a very general knowledge of purchases 
by certain pipeline companies of proven reserves. 

Q. You have no knowledge or experience in the pur- 
chase of reserves, I thought you said, isn’t that correct? 

A. My knowledge has been gained solely through read- 
ing documents and articles which have appeared in the 
trade magazines with respect to these types of transactions. 

©. Sort of back in an ivory tower area? 

A. That is your characterization. I think I have been 
on the firing line in this regulatory field for many years. 

Q. Let’s return to the straight gas contracts for a 
minute. You have said you are generally familiar with 
the terms of such contracts by reason of your participation 
in rate cases, and so forth, and I am speaking now of the 
fairly modern-day contracts. Isn’t that right? 

A. Yes, sir. 

Q. I am interested in your concept of flexibility. Do 
you recall Mr. Burns pointing out that the 25-percent 
swing above or below the daily contract quantity was 
about the best he could do these days? 

A. Yes. He has some better ones, but — 

Q. But he says the norm is 25, and it is pretty tough 
to beat it? 
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A. That is right. 

Q. Would you agree that that is about par for the 
course today? 

A. Iwould say a large number of the contracts entered 
into today would have those requirements. 

Q. You get some flexibility in take here, don’t you? 

A. Certainly; you have to. 

Q. Yesterday, Mr. Van Scoyoe, as I recall your testi- 
mony we were talking about take or pay, and you said in 
substance the pipelines voluntarily entered into these con- 
tracts, and the position they find themselves in today is 
of their own making, substantially. Do you recall that? 

A. Yes. That is correct. 

Q. Would you think that these swings were of the pipe- 
lines’ origin, or do you think the producers were probably 
the ones who insisted on the swing? 

A. Oh, I am sure the producers insisted on the swings, 
at least when I say ‘‘insisted,’’ I mean they would favor 
a minimum swing as compared to the pipeline company 
wanting a maximum swing. 

Q. If you stay in the gas business you have to either 
buy gas or produce gas on your own? 

A. Yes. 

Q. And to buy gas under gas purchase contracts you 
have to meet the competition? 
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Yes, sir. 

‘And you believe in pipeline expansions, don’t you? 
Yes, sir. 

If the pipelines had all gctten together — 
Assuming it is economic. 
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Q. Well, you just said that is the reason you want them 
to go into the exploratory business, so they can invest in 
reserves, as I recall it. 

A. I think you are sort of misstating my testimony. 
I said that I favored natural gas companies owning their 
own gas reserves. I was not opposed to that in the least. 
I think it is a healthy thing. 

Q. Let me ask you this in terms of this business of 
these contract terms being of the pipelines’ own making: 
If the pipelines had all gotten together and decided they 
weren't going to do this, don’t you think we would have 
had some unhappy people in the Justice Department in the 
Antitrust Division? 

A. It is possible. 

Q. We have to pretty much go out and fight among 
ourselves to get the gas? 

A. Pipelines have been fighting among each other to 


get the gas, no question about it. 
Q. When a seller has a gas reserve, he can sell it real 
quick under a contract today? 
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A. Yes, if it is within economic distance of pipelines. 

Q. He has no trouble? 

A. The more pipelines, the better. 

Q. And he has quite a few callers, doesn’t he, when 
he has it? 

A. Yes, sir. 

Mr. Albrecht: Are you referring to this instant in time, 
or ten years ago? 


Mr. MeDugald: Talking about right now. 


Mr. Albrecht: Thank you. 
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By Mr. McDugald: 

Q. It is within these swings the minimum takes are 
established. Isn’t it the low side of the swing that estab- 
lishes the daily minimum take as a rule? 

A. They vary on that. Some of them have an average 
and they can go below that average and above that average. 
Some of them have the situation you just described. 

Q. Don’t the bulk of the coutracts—and I think you 
heard Mr. Burns’ testimony in this proceeding—provide 
(a) for a daily take, minimum daily take, for which there 
is no makeup? 

A. Yes. 

Q. And you have a minimum monthly take that some- 
times has makeup provisions? 

A. Yes, sir. 
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Q. Three, you have an annual take, minimum take, for 
which quite often there is a one- or perhaps two-year 
makeup? 

A. Yes, I think that is Mr. Burns’ description of the 
contracts. 

Q. ‘As a general rule, is not the daily minimum the 
low side of the swing from the daily contract volume? 

A. I think it is with those we have just described. 

Q. As a rule the annual minimum take is the contract 
volume, is it not, times 3—daily contract volume times 365? 

A. It might be that times 75 percent. 

Q. Then you would be back to the low side again, 
wouldn’t you, for the daily take? 

A. That would be on a daily basis. 

Q. You are talking about your minimum daily there. 


Your minimum daily — 
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A. You may have minimum annuals which are 75 per- 
cent, too. There are all kinds of those types of situations. 
Certain pipeline companies, generally, are of one type, 
some pipeline company is another, and some different oil 
companies are insisting on different types. 

Q. There are some where there are no swings at all, 
the tailgate purchases of casinghead gas? 

A. Yes, you have some situations of that kind. 

Q. These are controlled by oil allowables, are they 
not? 
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A. Yes, that is right. 

Q. Let's assume Natural warited to add an additional 
peak day capacity to its system of 220 million. Now, 
assuming this 25 percent daily swing we have been talking 
about, it would be required to contract for a daily minimum 
of approximately 75 million, giving you a top of 220 and 


a minimum daily take of 132 million. Isn’t that right? 
A. I will accept that. 
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(). If you assume this expension is essentially for space 
heating and that the annual incremental load factor would 
be about 25 percent, let’s assume Natural comes to you 
and retains you for your views: Will you briefly tell me 
how you would proceed in telling them to operate under 
this contract? What advice would you give them, to take 
the contract? 

A. I don’t know. I certainly am in no position to 
advise Natural with respect to whether they would take a 
particular contract or not, sitting here on the witness stand 
with the facts you have given me. I think you have many, 
many facets to that question which would have to be 
studied. 
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For example, Natural’s ability to put gas in storage, the 
ability to make interruptible sales, and what flexibility 
you have with your other contracts,—Natural with its own 
production. Those are all factors that would have to be 
given consideration. Certainly J am not in a position to 
advise Natural, sitting here on the witness stand, as to 
what to do. 

Q. Isee. Let me ask you this, then: Assume Natural 
had producing properties which could be swung from an 
average monthly production of say 50 million a day up 
to this 220 million peak. Do you believe there might be 
a saving to its customers in costs by virtue of the owner- 
ship and control of the production properties rather than 
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going out and contracting for the gas? And here I assume 
a field price that is comparable in both instances. 

A. There might, and there might not be. Because we 
don’t don’t just have enough facts to determine whether 
in this particular case Natural’s production at the field 
price would be less costly or more costly. I assume you 
are thinking that Natural would have to pay for gas not 
taken. And in that situation certainly that would impose 
a cost on Natural that should be avoided. 

Q. Do you think under those circumstances that the 
customers should pay Natural for that cost? 

A. If there is a cost, if management has been prudent 
and there is a cost incurred which can not be avoided, 
obviously the customers must pay that cost. 

Q. Let me get one last thing out of the way. 


Beginning at transcript 1358, Mr. Van Scoyoe, you testi- 
fied as to the rate of return you feel should be allowed on 
Natural’s production properties. And you say that there 
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has been a consistent practice to determine a single rate 
of return for all of the pipeline’s operations both trans- 
mission and production—this is on the following page— 
except in one instance, and J am sure you have reference 
there to the Panhandle Opinion 344, is that correct? 

A. Yes, sir. 

Q. Didn't they also do the same on El Paso in the 
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case that went to the Fifth Cireuit? 

A. No,sir. That is a matter now before the Commission. 

Q. At one time they did fix the fair rate of return on 
I] Paso’s production properties, didn’t they? 

A. Not that I have any knowledge of. 

Q. You didn’t have any knowledge of that? 

A. No, sir. 

Q. All right. Actually, from the beginning of the regu- 
lation under the Natural Gas Act, there has been a con- 
troversy in the Commission and among the courts and 
Congress and members of the industry as to how pro- 
ducing properties of pipelines and independent producers 
should be priced, isn’t that right? 

A. Yes, sir. There has been that controversy, at least 
since about 1946 that I can recall. 

Q. And this is one that is going to be resolved, we 
hope, someday? 

A. I hope so. 

Q. So under the circumstances it seems there is little 
use in our exploring your concept of return on production 
properties at this time. 


J think our record is adequate on that and we will go to 
another subject. Let’s go now to your tables. I am re- 
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ferring to your tables that were first put in—1338, I think, 
is the first one. J will tell you, let’s look at 


2264 
1339, to start with. 

A. 1339 are the Appalachian Companies. 

Q. Yes. There are about four of those companies whose 
inereased expenditures are up a bit, isn’t that right? 

A. Well, there are five of them, looking between 1942 
and 1959 there are five companies that had some increases. 

Q. As I understand it, these are statistics you have 
taken from—where? 

A. Those have been taken from either statistics of 
natural gas companies, published by the Commission, or 
FPC Form No. 2 with respect to those particular 
companies. 

Q. And those are the FE and D expenses as reported 
to the Federal Power Commission under the Form 2 by 
the various companies? 

A. Yes, sir, that is the basic source of the statistics. 

Q. And is there any way you can distinguish between 
the expenses reported under that account in so far as an 
exploratory expense is conecrned as distinguished from 
dry-hole in field drilling? 

A. Well, no, you ean not distinguish between the wild- 
cat exploratory wells, and development dry holes. 

Q. Well, are there not, even where you have virtually 
a proven reserve, as you look to the outlines of the field— 
you have dry holes in connection with a developed reserve, 


2265 
don’t you? 
A. Yes, you hit dry holes once in a while. 
Q. And this is what has been called in-field drilling? 
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Did you try to ascertain what part of the costs shown 
on 1339 are attributable to the drilling on developed prop- 
erties or semi-developed properties that had been owned 
for some time by these companies? 

A. No, I— 


Mr. Albrecht: May I have the question read. 
(Question read) 


The Witness: The answer is No, that information is 
not available in published reports. However, a number of 
years ago when I was on the Staff we did make a special 
study in response to a Congressional request, which showed 
that a very large percentage of the dry holes were holes 
drilled in new territory. 


Mr. Albrecht: New? 


By Mr. McDugald: 

Q. When was this? 

A. Oh, about 1949 or thereabouts. 

Q. Where was that, in the Southwest or in the Appa- 
lachian territory? 

A. hat was in all—I believe that covered all the 
country, not just the Southwest. 


Presiding Examiner: We will stand in recess for 15 
2266 


minutes. 
(Whereupon, at 11:20 a.m. the hearing was recessed 
until 11:35) 


Presiding Examiner: The hearing will be in order. 


By Mr. MeDugald: 
Q. Just before the recess we had been talking about a 
gas purchase contract providing for a peak day of 220 


238 


(2267) 


million, with a 25 percent swing which would provide for 
the 175 daily contract quantity. 

A. Yes, sir. 

Q. If Natural were tomorrow to dispose of its own 
gas reserves in the Panhandle, and replace this source of 
gas supply with a contract such as we have just described, 
do you think that that would result in a detriment, or 
permit it to operate as efficiently as it now operates? 

A. I couldn’t answer that question without making a 
study of all the aspects of Natural’s supply obligations, 
and also their requirements and what can be done with the 
gas in the market areas. I have heard testimony in this 
ease, I think from Mr. Burns and possibly also from Mr. 
Holmes, with respect to those two aspects of Natural’s 
business, and the fact that they are under the gun with 
respect to take-or-pay contracts, and my recollection of 
Mr. Burns’ testimony is that he thought they would be 
able to make it without having to defer any gas to the 


future. And, of course, we 
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can not have a perpetual deferment. A deferment is of 
limited time. I wouldn’t say whether or not it would have 
any impact. 


I know from Mr. Burns’ testimony, which I accept, that 
he has more flexibility with respect to his Panhandle Field 
production than he would get under a new purchase con- 
tract today. But Natural has an awful lot of purchase 
contracts. Some of them are more liberal on swings than 
others. In fact, the contracts it has to purchase gas in 
the Panhandle Field, it is my understanding of Mr. Burns’ 
testimony have the same swing characteristics as Natural’s 
own reserves. 
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Q. How big are those contracts? 

A. I don’t know offhand. They are not large when 
you consider the total. 

Q. <Aren’t they just peanuts in volume, other than the 
Colorado Interstate contract? 

A. I wouldn’t use the word ‘‘peanuts.’’ They are small 
in magnitude of Natural’s reserves. 

Q. Maybe one million a day? 

A. I don’t know. 

Q. There is no swing on Colorado’s, other than the 
ten percent swing? 

A. That is right. 

Q. You heard that testimony? 

A. That is right. 
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Q. But you can’t tell me if I substitute for the surge 
tank that we have in the West Panhandle Field that Mr. 
Burns testified he could swing from 49 million to 220 
million a day, summer to winter, if I substitute a gas 
purchase contract with a daily contract quantity of 175 
million, with a 25 percent swing, and with a daily minimum 
take-or-pay of 132 million a day, you still don’t know 
whether or not it would change the economics of Natural’s 
operation, is that your testimony? 

A. I couldn’t tell without making a complete study of 
the situation, as I explained, there are other facets to 
Natural’s operation, the possibility of storage, that sort 
of thing, particularly on the market end. 

Q. I see. 

A. Of course, if Natural would sell its reserves, which, 
of course, is a very violent assumption, and we are purely 
in a hypothetical field here, and replace with a present-day 
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gas purchase contract, where they would pay from 14 to 
20 cents per Mef, of course it would have a very serious 
impact economically on Natural, compared with what the 
cost of that gas is actually to Natural. 

Q. Would you call the operations that Mr. Burns de- 
scribed with respect to Natural’s Panhandle—West Pan- 
handle reserves—would you say that that produces some 
flexibility? 

A. There is some flexibility, of course, in the 
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Panhandle Field. He said that, and I said I accepted it. 

Q. Wouldn’t you say that is a rather substantial 
flexibility ? 

A. Yes. 

Q. Do you know of any gas purchase contract written 
in modern times that gives any such flexibility? 

A. I couldn’t cite one. There may be one. 

Q. How many producers are there in the West Pan- 
handle Field? 

A. You mean major or minor, total? 

Q. Oh, major producers? 

A. Probably ten or fifteen. You have about six pipeline 
companies and production is probably divided half pipeline 
companies and half oil companies. 

Q. What percentage of the field does Natural own? 
Didn’t Mr. Burns testify 11 percent? 

A. Yes, I recall that. 

Q. Is that a field that is subject to the pro ration laws 
of the Railroad Commission? 

A. Yes, sir. And of course the pro ration laws have 
an impact on flexibility, too. 
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Q. We were looking at page 1339 of the transcript, and 
trying to determine whether or not any of the figures you 
show there represent any in-field drilling of developed re- 
serves. I think you said there was no way to tell. 

A. That is right. And it would be a reasonable as- 
sumption that it represents some in-field drilling. 

Q. Would it be on reasonabio—let me digress. Hope 
operates wholly in West Virginia, isn’t that right? 

A. So far as its — 

Q. Iam talking about produeing properties. 

A. I think so far as the figures in 1959 are concerned 
that is true. But it is my recollection that Hope has done 
some exploratory work in South Louisiana since it has 
entered into that arrangement with Texas Gas for hauling 
gas up to the Appalachian area. 

Q. That is the offshore development that they have? 

A. I don’t know the details of it. And it is purely a 
recollection. 

Q. Do you think they entered into that under the cost 
incentive you have described? 

A. I wouldn’t know. They have spent an awful lot of 
money for production facilities and spent a lot of money 
for exploratory activities under the cost method of regu- 
lation, and have inereased production from the time of the 
original Hope Rate Case. 
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Q. Do you know how much of these figures you have 
shown here, for instance the dollars for 1959 on Hope, 
represent the drilling to deeper horizons? 

A. No, sir. Such information is not available. 

Q. I assume you probably have some information to 
tell me that part of the figures that really—the increase 
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in these drilling costs, that represents the inflationary fac- 
tors that work in our country today? 

A. No, I would have no information to enable me to 
tell you what the cost of doing the same work in 1942 
would have been as compared with 1959. 

Q. It would be substantially higher, wouldn’t it? 

-\. No question about that. 

Q. Isn’t it a fact, too, they are drilling deeper now 
today? 

A. They are drilling deeper. But, of course, one facet 
of this thing, a countervailing force which must be recog- 
nized is the fact there have been many improvements in the 
techniques of drilling, and therefore the inflationary factor 
of inereases in costs of labor and material is to some 
extent offset by improved technology. 

Q. In the sense of saving cost or producing reserves? 

A. Well, producing reserve at a lesser cost than it 
would have been. 


Q. What are some of those techniques? 
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A. Slim-hole drilling, for one. And I just read an 
article where Gulf Oil Corporation had set some new 
records in cost savings, operational savings and cost of 
drilling. I don’t have that with me. 

Q. How recently did they do that experimental drilling? 

A. The article appeared within the last six months or 
so. 

Q. You think Hope was probably using those methods 
back in 1959? 

A. I doubt that they were using them in 1959. But I 
am sure improvements occurred between 1942 and 1959 in 
drilling techniques. 
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Q. One other thing, too. I notice as I read some of 
the articles, too, isn’t there quite a play now in the area 
in which Hope operates, as well as virtually all the com- 
panies you have listed on 1339 in your Appalachian area, 
in the Oriskany sands? 

A. Oriskany sands have been known and drilled for 
the last 20 years or more. 

Q. They are now going deep into the thousand-foot 
sand? 

A. Yes. 

Q. And that is a very short pay, short life? 

A. Well, it is a short life, simply because the wells 
can be produced rapidly, and the producers want to produce 
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and sell the gas and get back their money as fast as 
possible. 

Q. About a five-year-life average up there? 

A. That depends entirely on what the producer wants 
to do with respect to drawdown. He could make them last 
much longer and the pipeline companies want to, that is 
these people I have listed here want to defer the production. 


But if they are in the same field with a producer, he 
wants to get out his money as fast as possible, and, un- 
fortunately, they don’t have all the protections in the 
Appalachian areas with respect to correlative rights, rata- 
ble take, proration, that they have in some of the South- 
west fields. 

Q. Isn’t the other side of the coin that they are in- 
terested, these companies, in rapid depletion of some of 
these reservoirs so they can be used for storage purposes? 

A. That is a possibility in some eases. I am sure it 
has occurred. 
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Q. Wasn’t that the genesis of Leidy? 

A. That is right. They wanted to use Leidy for stor- 
age, and they drew it down to base storage as rapidly as 
possible. 

Q. And perhaps we can agree that these companies have 
added a tremendous number of storage fields in recent 
years in the Appalachian area? 

A. Yes. 

Q. Do you think any of these expenditures could have 
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been for the purpose of acquiring storage reservoirs? 

A. I think the presumption is to the contrary, otherwise 
these companies would have been guilty of not keeping 
a uniform system of accounts. 

Q. I think you misunderstand. I am driving at buying 
position in the field so it can be depleted rapidly and pro- 
duce a storage reservoir, where they have position. Isn't 
that what they have been doing up there? 

A. They have been converting depleted gas fields to 
storage reservoirs, and obviously the fact that they have 
discovered gas makes—gives them a knowledge as to 
whether or not it is a good storage field and whether it 
will be economic. 


However, in order to develop a storage field they have 
to go out and get the surface rights, too, I mean, their 
gas production leases don’t give them the right to store 
gas. They have to get the surface rights, too. 

Q. You have to get surface rights to operate on storage 
field? 

A. I know you have to go and buy the rights to store 
gas. 
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Q. Let’s look at some other figures on 1339, Mississippi 
River Fuel Corporation. You show they spent some 
$2,341,372 in the year 1959 as reported to the Federal 
Power Commission in their Form 2. 
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A. Yes, sir. 

Q. Do you know whether any of that gas was connected 
—the gas discovered by such program was connecied to 
the Mississippi River Fuel System? 

A. No, I don’t know whether they—how they have dis- 
posed of that gas. 

Q. Do you know—you then don’t know that they are 
selling in fact to other persons? 

A. They may be. They may be selling all or part of 
the gas to other persons. 

Q. For instance, so as to be in gear with your 1959 
figure, I have a report here entitled ‘“‘Natural Gas Pur- 
chases by Interstate Natural Gas Companies,’’ published 
by H. Zinder and Associates, Inc. Do you recognize that 
in your statistical work as a responsible publication? 

A. I don’t think I have ever seen it, 

Q. Would you like to look at it? 


Is he a competitor of yours? 


Mr. Danaher: I move that be stricken. 


Mr. MeDugald: I am sorry. 


The Witness: It is probably copies from the FPC sta- 
tistics. 
By Mr. McDugald: 
Q. As you suggested to me, this report is a compilation 
of data taken from the Form 2 annual reports made to the 
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Federal Power Commission by interstate pipeline compa- 
nies. 

A. I said it may be. I don’t know. 

Q. This document that I am reading from for the year 
1959 shows that Mississippi River Fuel Corporation sold 
a total of 19,232,167 Mcef, and I think this is on a pressure 
base of 14.73, to a series of companies in Louisiana and 
Texas at prices ranging from 1314 cents to a high of about 
2014 cents. Would you accept that? 

Mr. Danaher: I object to reference to the document on 
the ground there is no sponsorship for it, no basis for its 
reliability, and it is definitely not a competent piece of 
evidence in this record. 


Presiding Examiner: The witness says he is not famil- 
iar with it. 


Are you asking him to assume those volumes? 


Mr. MeDugald: Yes, sir, I would like him to assume 
the correctness of those volumes, subject to check. 


The Witness: I have no way to check it except to go 
and look up the Form 2 of Mississippi River Fuel Corpo- 
ration. I have a document published by the Federal Power 
Commission which shows direct sales by producers of nat- 
ural gas to interstate natural gas pipeline companies, and 
under the producers Mississippi River Fuel is not listed 
as a seller of gas as an independent producer. It is listed 
in the same report as a pipeline company with production 
of 22,269,595 
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By Mr. MeDugald: 


Q. Which is approximately the volume they sold to 
these companies in Louisiana and Texas, according tc this 
report. 

A. They may have been selling to other pipeline com- 
panies. I don’t know. 

Q. If they are selling, if Mississippi River Fuel is ex- 
ploring for and selling gas to other companies at field price, 
is it your understanding it is the cost basis of regulation 
that provides them with the incentive to do this? 

A. I don’t know what their incentive was in entering 
into these particular exploratory activities. I am sure it 
was to make a profit, and as much profit as they can get 
away with, That is all I can say, that the incentive to 
make a profit was the incentive to get into this particular 
business. 

Q. Do you want to change your testimony that you are 


representing that Mississippi River Fuel Corporation in 
the year 1959 spent 2,341,372 under the incentive method 
of cost regulation? 

A. They evidently have. 

Q. You made the statement they did, haven’t you? 

A. I don’t think I made that statement. 

Q. Are you saying you don’t know? 
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A. I£ you can point it out to me— 

Q. I got that a minute ago when you spoke of all these 
statistics you have put into the record, that these figures 
prove pipelines spend large sums of money under the cost 
method of regulating production properties. Is that cor- 
rect? 
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A. I think a large share of it was spent on that basis, 
because the gas has been sold in interstate commerce under 
regulation by a commissicn which follows the cost method 
of regulation. 

Q. I guess the record will speak for itself. But you 
will agree with me, I am sure, that you cannot tell me at 
this moment whether Mississippi River Fuel Corporation 
in the year 1959 spent $2,341,372 because of the incentive 
given it under the cost method of regulating producing 
properties, is that correct? 

A. I say they spent $2,341,372 in exploring for gas 
which is sold in interstate commerce, accepting what you 
have said there with respect to who bought the gas, under 
regulation by a commission which has been committed to 
the cost method of regulation. 

Q. That is your statement now. I see. All right. 


Mr. Danaher: It was his statement then. He hasn’t 


changed it any. 


Presiding Examiner: Let’s direct this more to ques- 
tions to the witness. We get a lot of side comments in 
here that 
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I don’t think are called for. 
Mr. Danaher: I apologize. 


By Mr. McDugald: 

Q. With respect to Tennessee Gas Transmission Com- 
pany, $4,596,315 that you show there, do you know how 
much of the reserves discovered by Tennessee have been 
actually attached to its system? 

A. No, I couldn’t tell you that figure. I know some of 
them have been. 


249 


(2279) 


Q. There is a hearing set in the matter of Tenneco Cor- 
poration, is there not, perhaps in progress now, at Docket 
No. CI61-172, in which all the reserves in the Tennessee 
system are being looked at by the Commission? Isn't that 
correct? 

A. Yes. 

Q. And in that, is it not your understanding that Ten- 
neco proposes the sale of gas to Tennessee at field price, 
as well as to other companies? 

A. Lunderstand they want to bring their reserves within 
the status of an independent producer. 
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Q. As far as Trunkline Gas Company is concerned, do 
you have any knowledge as to where that expenditure of 
$814,673 was made in 1959? 

A. As to the areas which they explore? No. 


Q. Do you know whether or not they acquired produc- 
tion? 


A. They show a small amount of production in 1959. 

Q. Was it attached to their system? 

A. I don’t know. They show a larger amount in 1960, 
though both amounts are comparatively small. 

Q. J am looking, again keeping in the same year you 
are in, at the 1959 annual report of Panhandle Eastern 
Pipe Line Company, and with reference to the Trunkline 
activities it states: ‘‘Trunkline continued its exploration 
and drilling program in 1959. Four additional wells were 
drilled in Vermillion Parish, Louisiana on a block of acre- 
age totalling approximately 6,000 acres on which a dis- 
covery well was drilled in 1958. Three of these wells were 
completed as producers. No definite estimates have been 
made of the reserves underlying such acreage. However, 


250 


(2281) 


in 1960 additional drilling will be undertaken on this acre- 
age in which Trunkline owns a third interest. Plans are 
now being made to sell this gas to another interstate pipe- 
line located near the producing area.’’ 


Would you like to see that? 
A. I have read it. 
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Q. Do you believe Trunkline Gas Supply Company is 
spending dollars today on the incentive of the cost method 
that you have described in this proceeding? 

A. My answer would be exactly the same as I gave you 
with respect to Mississippi Fuel Corporation, that is that 
they are spending dollars for exploration and development 
and have developed gas they intend to sell in interstate 
commerce, which will put that gas under regulation by this 
Commission which has been committed to the cost method 
of regulation. 

Q. All right, sir. Let’s go back to transcript 1338, sir. 


Didn’t they leave Southern Natural Gas Company off 
that page incidentally? Didn’t they leave Southern Nat- 
ural Gas Company off? 

A. Apparently it was omitted, because it is in the orig- 
inal testimony which was served. There would be a tran- 
script correction on that. 

Q. Also look at your figure for Panhandle Eastern for 
the year 1959. 

A. Apparently they substituted for the year 1959 the 
Southern Natural figure. That figure should be 1,785,634. 


Presiding Examiner: Also, on page 1338, you say there 
is one company left off? 
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The Witness: Yes, sir. Southern Natural Gas Company 
is left off. 


Presiding Examiner: In other words, there should be 
another company listed, Southern Natural Gas Company? 


The Witness: Yes, sir. 


Presiding Examiner: What would be the figure under 
the column 1942? 


The Witness: $27,656. 

Presiding Examiner: And under the column 1953? 

The Witness: $294,132. 

Presiding Examiner: Under the column 1959? 

The Witness: $2,341,979. 

Presiding Examiner: Thank you. 

Mr. MeDugald, you may go ahead. 

By Mr. McDugald: 

Q. You have been active, I am sure, in the Southern 
Natural proceeding—I think it is now in progress, isn’t it? 

A. That proceeding has been concluded. No decision 
has been reached on the case. 

Q. Perhaps you can tell me, then, how much of the 
production of Southern Natural is connected to its system? 

A. I couldn’t give you a figure on that, Mr. McDugald, 
from any information I have with me. It is my recollec- 
tion that a substantial portion of the production by South- 


ern is 
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taken into its system, its pipeline system. 
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Q. You don’t know how much it is selling to other pipe- 
lines or other— 

A. No, I don’t know the figures. 

Q. It would be a very substantial amount, would it not, 
Mr. Van Scoyoc? 

A. Well, substantial in relation to the amount they are 
taking into their own pipeline system, you mean? 

Q. I am talking in terms of substantial in connection 
with their production. 

A. I think it is a fairly substantial amount of gas which 
is sold to other pipeline companies in the field, by Southern, 
from certain fields. 

Q. As to Panhandle Eastern Pipe Line Company, which 
is the next one you show there, is it your understanding 
Panhandle Eastern has made those expenditures under the 
incentive of the cost method of regulation? 

A. My answer would be the same as J gave you pre- 
viously with respect to Mississippi River Fuel and Trunk- 
line Gas Company. Panhandle is not satisfied, as I am 
sure everybody recognizes, with the amount they have re- 
ceived under the cost method of regulation for their pro- 
duced gas. Nevertheless, as contrasted with Natural, they 
have gone ahead and engaged in a very substantial explora- 
tory program and have invested a good many millions of 
dollars in production 
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facilities. 

Q. In point of fact, about September 1948, did they not 
in the famous Hugoton Production case spin off about 
97,000 acres in Kansas, to a Hugoton Production Company 
who in turn contracted it to a local power and light com- 
pany? 
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A. They did that. Those were reserves which were un- 
connected to their system and for the major part were 
undrilled but proven acreage. 

Q. That involved about 700 billion cubic feet of gas? 

A. It was a pretty healthy gas reserve as I recall. 

Q. Was that later sold by the Hugoton Production Com- 
pany on a cost basis, do you know? 

A. I doubt it very much, because they have made a 
barrel of money out of that, and of course it was not sold 
in interstate commerce. 

Q. They made a profit, in other words, did they? 

A. They made a very substantial profit. 

Q. And you don’t object to people making a profit? 

A. I don’t object to people making a profit in our so- 
ciety. However, with respect to regulated companies I 
have said that that profit has a limit as to what is just and 
reasonable. 

Q. Let me read you here quickly from Opinion Order 
No. 344, in Docket G-2506, issued by the Federal Power 
Commission 
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on April 27 of this year: 


‘Panhandle cites the history of its operations as affected 
by the City of Detroit case, showing that after the Com- 
mission issued its Opinion No. 269 on April 15, 1954, allow- 
ing field prices for Panhandle’s gas, it increased its rate 
of acquiring new leases and its development and explora- 
tion activities. However, after the denial of certiorari by 
the Supreme Court in October 1956, Panhandle ordered a 
cessation of its exploration and development activities.’’ 
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Would that indicate they are going forward with an ex- 
ploratory program under the cost incentive you have de- 
scribed here? 

A. They are certainly going forward with an explora- 
tory program. And Iam sure they hope they can do better 
than the Commission has done by them up to now. 

Q. In point of fact— 

A. But they are making those investments. They are 
spending the money. That is the point I am trying to 
make. 

Q. In point of fact, have they not conveyed a very sub- 
stantial number of their reserves to Anadarko Production 
Company? 

A. Ihave no personal knowledge of that. It may be so. 

Q. You have no knowledge of that? 

A. No personal knowledge of it. 
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Q. Just for the record, reading again from the annual 
report of Panhandle Eastern to its stockholders in 1959— 
and rather than read it, why can’t we let you just look at 
it very quickly and agree that this occurred? 

A. Ihave read the part in the annual report, and it ap- 
pears to me from reading it that this may be another 
spinoff of acreage similar to the last one. 

Q. This involves some 544,876 acres located in the 
States of Kansas, Oklahoma and Texas, isn’t that cor- 
rect? 

A. Yes, that is what the report says. 


Mr. Danaher: Mr. Examiner, may I interrupt a moment? 


The witness apparently had not finished his answer to 
Mr. MeDugald’s question. May I suggest the witness be 
given that opportunity? 
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Mr. MeDugald: I apologize. I thought he had com- 
pleted. Did I interrupt you? 


The Witness: No. Iam sorry, I had completed. 


Mr. Danaher: All right. I withdraw my objection. 


By Mr. McDugald: 

Q. I may have asked you, but do you know whether or 
not any of the reserves developed by Panhandle Eastern 
say in the last ten years have actually been connected to 
its system? 

A. I could not say for certain. It is my impression 
that they have been. 
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Q. I think we can skip Natural on there, can’t we? 

‘A. It is entirely up to you, Mr. MeDugald. 

Q. Let’s go on up to El Paso, and try briefly to cover 
that. I recall reading in, I think, the Southern Natural 
proceeding—you referred to El Paso as a “unique situa- 
tion,’’ isn’t that correct? 

A. I did with respect to such a large portion of their 
gas supply as residue gas. 

Q. In point of fact, El Paso was in an extraordinarily 
serious condition gaswise, wasn’t it, before it went into 
the San Juan, in that it was buying at tailgates and had 
absolutely no swing whatsoever? 

A. I wouldn’t say it was in a serious condition, from 
my recollection of the situation at that time. It had a lot 
of gas—I think about 60 percent of its gas at that time— 
that was residue gas. The balance of the gas was dry 
gas. El Paso was expanding quite rapidly and the de- 
mands for future expansion made it imperative that—in 
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fact, I think the California Utilities Commission insisted 
that El Paso obtain gas—obtain additional volumes of dry 
gas simply because they did not foresee that the oil in- 
dustry was going to keep on the level of production that 
was prevalent back at that time, and we are speaking now 
of the late forties. 

Q. Actually the acquisition and entry of El Paso into 
the San Juan Basin—that is where all these expenditures 


2288 
have been made? 
A. A large share of them, I don’t think all of them. 


Presiding Examiner: You mentioned that El Paso ac- 
quired dry gas as a result cf its contract to its customer 
companies, which would be the California Companies, that 
was a requirement at the time the first contract was entered 
into, was it not? 


The Witness: That is my recollection. 


Presiding Examiner: The gas obtained at that time 
was—was it Rae County? 


The Witness: Panhandle had reserves up in that area, 
called the Panhandle Field area, and then they acquired 
by purchase the reserves, proven reserves, in a field out 
in the San Juan area, but not—from the Delhi Oil Company. 


Presiding Examiner: That is after they were already 
rendering services to the California Companies? 


The Witness: That is right. 


Presiding Examiner: At the time they acquired the 
San Juan Basin there was also the possibility of the San 
Juan Pipeline Company operation, was there not? 
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A. Yes, sir. That was their proposal, as I recall it, 
to have a separate pipeline company operation out of the 
San Juan. 


Presiding Examiner: Was that originally proposed 
to be owned entirely by El Paso? 


The Witness: I don’t recall now whether or not that 
2289 


was a wholly-owned operation. 


By Mr. MeDugald: 

Q. Asa matter of fact, El Paso did not engage in any 
exploratory activities as we are talking about it in this 
proceeding, prior to—in connection with its acquisition of 
the San Juan reserves, it simply bought proven or semi- 
proven reserves that had been drilled by an independent 
producer? 

A. No. El Paso did quite a lot of wildcatting, but they 
did buy in the San Juan Basin large blocks of acreage that 
had discovery wells drilled. 

Q. Reading from the testimony of Mr. Steen in the 
El Paso proceeding at Docket G-4769, et al., at transcript 
page 2676, he states ‘‘At the time of El] Paso’s entry into 
the Basin’’—referring to the San Juan Basin—‘‘the Bark- 
er Dome reservoir had been drilled and partially de- 
veloped by an independent producer. Although El Paso 
attempted to purchase that gas by contract, it could be 
obtained only if El Paso purchased the producing wells 
together with the underlying reserves.”’ 

A. Yes, the Barker Dome purchase is where they bought 
their reserves outright in a semi-proven state and the 
purchase contract provided that the purchase price to be 
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ultimately fixed would depend on the amount of reserves 
ultimately discovered in the Barker Dome field. 


2290 


Q. Could you tell me— 

A. But that was only a small part of the San Juan 
reserves acquired by El Paso. 

Q. Could you tell me what part of the figures shown 
for the year 1959 for El Paso are in the nature of in-field 
drilling on developed acreage? 

A. No, I could not tell you that. 

Q. Could you tell me how much of that is wildcat drilling 
in the nature of an exploratory program? 

A. No, I could not give you the proportion that is wild- 
eat drilling. 

Q. And could you— 

A. You might be interested in the fact that in 1960 El 
Paso’s expenditures for exploration and development were 
$11,432,345, 
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Q. Those reserves are all connected to its system? 

A. No, I don’t think all of the reserves are. A very, 
very substantial portion are, however. 

Q. Let’s look at Colorado Interstate for a moment, Mr. 
Van Seoyoe. Do you know who the $78,645 represents that 
you have shown for the year 1959? 

A. I ean tell you how much is dry holes and how much 
is delay rentals, how much is other costs, but I cannot tell 
you how many of the dry holes were from wildeatting or 
developmental drilling. 

Q. You don’t know that the only production activity 
carried on by Colorado itself is right in the West Pan- 
handle Field, then, do you? 
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A. As far as I know, the only drilling in recent years 
has been exploratory of the Red Cave formation in the 
Panhandle Field. 

Q. Wouldn’t you rather suspect— 

A. However, the 1953 expenditure as shown here was 
drilling of a wildeat well in Utah. 

Q. The 78,000, though, would be largely clean-out, or 
work in connection with their existing properties? 

A. I don’t think it would be clean-out. 

Q. LI used that word inadvertently. 


Let’s go back to the Natural, 12,799 on Natural. Do 
you know what that is? 
2292 


A. Not atthe moment. It was looked up and testified to 
by Mr. Burns. 

Q. I think he said that was the Red Cave well, that 
shallow formation there. 

A. That may be the Red Cave expenditure by Natural 
in 1959. 

Q. And Arkansas Louisiana spent $883,629 in the year 
1959, is that right? 

A. Yes, sir. 

Q. Incidentally, you said something yesterday that in- 
terested me. Let me check it here a minute. You referred 
to the fact that you had represented an independent pro- 
ducer in connection with a—in connection with opposing 
a pipeline rate increase. Do you recall that? 

A. Yes. 

Q. Wasn’t that actually with reference to Arkansas 
Louisiana before the Arkansas Public Service Commission? 

A. Yes. 

Q. Whom did you represent there? 
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A. The Lyon Oil Company, which is now part of Mon- 
santo Chemical; the International Paper Company, Colum- 
bian Fuel Corporation, and Aluminum Company of Amer- 
ica. 

Q. Were they all independent producers? 

A. Three of them are. 

Q. Did you represent them in their capacity as an 
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independent producer, or as a purchaser of industrial gas? 

A. Purchase of industrial gas. 

Q. As I recall, that case went to the Supreme Court of 
Arkansas? 

A. Yes. 

Q. And in about 1957, I believe it was, the General As- 
sembly of Arkansas adopted a statute in connection with 
the use of field price of company-produced gas? 

A. Yes. The president of the company went to the Legis- 


lature and said ‘‘If you will pass this bill’’— 
Q. Just a moment, Mr. Van Scoyoe. 


Mr. MeDugald: Mr. Examiner, this is complete gratuity 
on the part of the witness. It is hearsay. I am sure he 
wasn’t there, and I move it be stricken. It is not respon- 
sive to the question. 


Presiding Examiner: It is not responsive to the ques- 
tion. And that part beyond the ‘‘Yes’’ will be stricken 
as not responsive to the question. 


By Mr. McDugald: 

Q. Do you understand, Mr. Van Scoyoe, that the legis- 
lation adopted by the General Assembly of the State of 
Arkansas provided that in determining and regulating the 
rates of a natural gas utility, the Public Service Com- 
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mission should allow as an operating expense of such 
natural gas utility company the market, or reasonable 
market price, of 
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such natural gas at the point at which such gas is delivered 
in the transmission system of the natural gas company? 
A. Yes, sir. 


Mr. Danaher: I submit the response to that question 
would involve hearsay just as much as the response to the 
previous question, unless it can be shown he now testifies 
of his own knowledge as to what happened down in Arkan- 
sas. 


Mr. MeDugald: I will withdraw the question, Your 
Honor. It is not important. It is a matter of statute. I 
can cite it in the brief. 


By Mr. MeDugald: 

Q. Let’s talk about Arkansas-Louisiana for a moment. 
You show expenditure of 883,629 dollars for Arkansas 
Louisiana, is that correct? 

A. Yes. 

Q. Do you know what that is comprised of? 

A. I don’t know the details. 

Q. I believe you cite Arkansas Louisiana at one point 
in your testimony as being a company not particiularly 
subject to the cost method of regulation by the Federal 
Power Commission, that has not spent much money on 
exploration and development. Isn’t that right? 

A. I cite Arkansas Louisiana Gas Company as a com- 
pany which has very little of its business subject to the 
jurisdiction of the Federal Power Commission. 
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Q. Is that the only reference you make to it? 

A. And that its expenditures for exploration and de- 
velopment are as shown on page 1338 of the transcript. 

Q. And as I believe we can agree, it was not until 1957 
at least that it was clear they were entitled even under 
the local law to a fair field price for their own production. 
Isn’t that correct? 

A. That is right. They had been on the cost method 
—sorry. The Arkansas Commission had regulated that 
company on the cost method of regulation up until the rate 
ease to which we have just referred. 


Mr. McDugald: It is the noon hour, Mr, Examiner. 
If I could look over my notes here, it might save some 
time. 


Presiding Examiner: Very well. 


We will recess until two o’clock. 


(Whereupon, at 12:30 o’clock p.m., the hearing re- 
cessed, to reconvene at 2 o’clock p.m., the same day.) 


2296 
AFTERNOON SESSION 


2:00 p.m. 
Presiding Examiner: The hearing will be in order. 
Whereupon, 
MELWOOD W. VAN SCOYOC resumed the witness stand 
and testified further as follows: 
Cross-Examination (Resumed) By Mr. McDugald. 
Q. Will you turn to your Exhibit 49? And so we don’t 


have any problems again, that is a substitute, as I under- 
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stand it, for your Exhibit 25? 

A. Yes. Iam not sure what exhibit it is the substitute 
for, but it is a substitute. And incidentally, in connection 
with that, I overlooked mentioning yesterday—I am sorry. 
It is a substitute. That is right. For Exhibit 25. 

Q. If we can confine our attention to your Exhibit 49, 
then, we can ignore 25? 

A. That is right. 

Q. You have listed there 11 natural gas companies, and 
I believe of the group that you have listed we have already 
referred to and discussed Arkansas Louisiana Gas Com- 
pany, El Paso Gas Company, Natural Gas Pipeline Com- 
pany, Olin Gas Transmission Company, Panhandle East- 
ern Pipeline Company, and Southern Natural Gas Com- 
pany in connection 
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with certain of the other exhibits in this proceeding, have 
we not? 

A. Yes. 

Q. So, to abbreviate things I am going to concentrate 
my attention on the undiscussed companies you have listed 
there. 


The first, I notice vour reference to Cities Service Gas 
Company. And you show production by Cities Service 
of 57,466,188 with a footnote indicating you have included 
Cities Service Gas Producing Company. 


Can you give me a breakdown of that figure of 57,466,188 
as between the production activities of Cities Service Gas 
Company and Cities Service Gas Producing Company? 

A. For the year 1959— 

Q. Yes. 
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A. —the figures are entirely Cities Service Gas Pro- 
ducing Company, because Cities Service Gas Company in 
1959 did not own any production facilities, unless there 
may be a very small production and my recollection is 
hazy. 

Q. May I refresh it? You are working here, as I un- 
derstand it, from the Statistics of Natural Gas Companies 
for 1959, published and issued by the Federal Power Com- 
mission, are you not? 

A. Yes. 

Q. As I look at 402(a) of that publication, we notice 
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Cities Service did in fact—Cities Service Gas Company 
did in fact produce a rather insignificant volume of gas, 
some 47,000. 

A. I think there is one little production that they 
did not transfer to Cities Service Gas Producing Com- 
pany when they made the transfer a number of years ago. 

Q. Essentially, then, as far as the 1959 figure is con- 
cerned it is Cities Service Gas Producing Company? 

A. Yes, to all—except for this very insignificant 
amount. 

Q. Cities Service Gas Company has not had any ex- 
ploratory or development expenses since 1959, is that 
right? 

A. Yes— 

I said ‘‘since,’? I mean in 1959. 
Yes, in 1959, of any significant amount, I will put it. 
I think it is zero, if you will check the figures. 
I will accept that. 
. Do vou know when they last reported exploratory 
and development expenses? 
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A. No, I don’t recall. But at the time they trans- 
ferred their acreage to Citis Service Gas Producing Com- 
pany they also transferred some acreage to Cities Service 
Oil Company, the parent, or to at least one of its other sub- 
sidiaries. So the production—strike that ‘‘production’’— 
the 


2299 


exploration activities of the Cities Service Gas Company 
were all taken over by Cities Service Oil Company or an- 
other subsidiary of Cities Service Oil Company. 

Q. Do you know what the average price received by 
Cities Service Gas Producing Company was for its gas 
sold to Cities Service Gas Company in the year 1959? 

A. Somewhere in the neighborhood of 9 or 10 cents. 
I have not computed it. 

Q. Ihave it here. I have the FPC publication for the 
year 1959, entitled ‘‘Direct Sales by Producers of Natural 
Gas to Interstate Natural Gas Pipeline Companies,’’ and 
you are correct, sir, it ranges from 9.2 to 10.1 cents. Would 
you accept that, sir. 

A. Yes, sir. 

Q. Do you know whether the gas sold by the Produc- 
tion Company to Cities Service Gas Company is based on 
a cost of service, sir? 

A. There has never been any determination made by 
the Commission with respect to Cities Service Gas Pro- 
ducing Company. 

Q. As far as you know, those represent the pricing of 
the Gas, is that right? 

A. The rates were rates which were filed by Cities 
Service Gas Producing Company at the time—at the time 
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filings were required subsequent to the Phillips Decision 
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in the Supreme Court, and those were the prices—those 
were the prices that they filed, but subsequently the com- 
pany reduced those prices to the prices which were in 
effect as of June 7, 1954. 

Q. There was a series of litigation, wasn’t there? 

A. There was a litigation involving the question of 
whether or not Cities Service Gas Company had complied 
with the Commission’s order requiring the filing of the 
rate schedules with rates which were in effect as of June 
7, 1954. 

Q. That had to do with whether or not esculation had 
actually taken place prior to or subsequent to the promul- 
gation of the initiation of the 174 series of orders? 

A. Yes, whether escalation or some change had been 
made—strike that. 

The question was whether or not the company had com- 
plied with the filing requirements, and the Commission 
found they had not. 

Q. It was not—all I am asking, it was not a rate re- 
duction order? 

A. No, it wasn’t a rate case in that sense of the word. 

Q. Let me ask you this: Do you know whether or not 
the figure you have shown for the year 1959 opposite 
Cities Service Gas Company constitutes the total produc- 
tion of Cities Service Gas Producing Company in the year 
1959? 
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A. I believe it does, to the best of my knowledge. 
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Q. Actually, the statistics you are using are based 
solely and only on the recorded sales by producers to inter- 
state pipeline companies, isn’t that right? 

A. Yes. 

Q. So you don’t know whether or not there was other 
production of the company? 

A. I only know it from my knowledge that I gained in 
connection with the Cities Service Gas Rate Case, which 
was Docket G-2410. At that time they were not making 
any sales other than to Cities Service Gas Company, with 
the exception of a small sale for industrial purposes, in 
the field. 

Q. How long ago was that? 

A. About 1956, I would say. 

Q. About five years ago? 

A. About five years ago. 

Q. Things could have changed? 

A. Things could have changed. But I doubt very much 
if they have changed in that respect. 

Q. Do you know whether Cities Service Oil Company 
made any sales of natural gas to Cities Service Gas Com- 
pany in 1959? 

A. I think they did. Or one of their other subsidiaries 
did. Cities Service Oil Company made sales in Kansas 
and Oklahoma to Cities Service Gas Company. 
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Q. In what volume, in 1959? 

A. The sale to Cities Service Gas Company in Kansas 
was 71,052 Mef. 

Q. At what price? 

A. Eleven cents. 

Q. And — 
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A. The Oklahoma sale was 25,383,926 Mef at the same 
price. 

Q. That, of course, is not included within your 57,466,188 
figure shown opposite Cities Service Gas Company? 

No, it is not. 

On Exhibit 49? 

No. 

Let’s look at Lone Star Gas Company. In 1959 you 
stiow that Lone Star Gas Company or an affiliate produced 
62,984,184 Mef of gas. Do you see that? 

A. Yes, that is Lone Star Producing Company, a wholly- 
owned subsidiary of Lone Star Gas Company. 

Q. Lone Star had no production whatsoever? 

A. That is right. 

Q. Mr. Van Scoyoe, so we are certain, are you sure 
Lone Star Gas Company itself had no production that was 
used intrastate, for instance? 


A. It is my understanding that they have no production 
themselves, all their production operations are conducted 
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by their subsidiary. 

Q. Do you know whether or not the figure you show for 
the Lone Star Producing Company constitutes their total 
production for the year 1959? 

A. Yes, it includes their total production for the year 
1959. 

Q. Just for the record again, Mr. Van Scoyoe, I note, 
and I am sure we are looking at the same figure, you and 
I, on page 25 of the report of the Federal Power Com- 
mission concerning direct sales by producers of natural 
gas to interstate natural gas companies for the year 1959, 
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do you understand that includes any sales other than sales 
to interstate pipeline companies? 

A. No, sir, it does not. 

Q. Do you have any knowledge as to whether or not 
Lone Star Producing Company produced gas and sold it 
locally in Texas? 

A. No, I don’t have any knowledge at hand that would 
indicate that Lone Star Producing Company did not— 
that they made sales other than those listed on page 25 of 
the table. 

Q. Staying with page 25 for a moment, Lone Star Pro- 
ducing Company sold to pipelines other than Lone Star 
Gas Company, did they not? 

A. Yes. 
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Q. Would you please briefly read those into the record? 
A. 1959, they made sales in Transcontinental Gas Pipe- 


line Corporation of 683,875 Mef. 

Q. At what price? 

A. 14.8. 

Q. All right, sir. 

A. United Gas Pipeline Company, at 13,809,802 Mef, at 
16.4 cents per Mef. 

Q. Do you know whether that was made on a cost of 
service basis or not? 

A. Ido not know. The Commission, as far as I know, 
has had no rate proceeding involving Lone Star Pro- 
ducing Company, other than that there may be some pend- 
ing. I am sure there have been no decisions involving 
determination of a just and reasonable rate for Lone Star 
Producing Company. 

Q. For the record, did Lone Star Gas Company report 
any exploratory and development expenses for the year 
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Perhaps I can save you a little time: ‘Statistics of 
Natural Gas Companies,’’ for 1959, shows that on page 
360. 

A. They show no expenditures for exploration and 
development expenses, which leads me to the belief that 
all such expenditures are on the books of the Lone Star 
Producing Company. 

Q. We checked the same figures for the year 1953, 
the same statistics, and find they had no such expense in 
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A. It has been their policy, as I understand it, that all 
exploratory activities for Lone Star Gas Company are 
conducted by its 100 percent subsidiary Lone Star Pro- 
ducing Company. 
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Q. Let’s go to Northern Natural Gas Company. There 
you show 30,734,067 Mef produced in the year 1959. 

A. Yes, sir. 

Q. Did Northern Natural Gas Company produce any 
of that gas? 

A. I don’t believe so. Their situation is parallel to 
Lone Star Gas Company, to the best of my knowledge and 
belief. 

Q. It was all produced by Northern Natural Gas Pro- 
ducing Company, is that correct? 

A. Its wholly-owned subsidiary, yes, sir. 

Q. Did Northern Natural Gas Company report any ex- 
ploration and development costs for the year 1959, sir? 

A. Not in their report to the Federal Power Commis- 
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sion, but of course they do report such to their stockholders 
on a consolidated basis. 

Q. Could you give me, Mr. Van Scoyoe, the price at 
which the gas was sold by Northern Natural Producing 
Company to Northern Natural Gas Company? 

A. All of the gas was sold to Northern Natural Gas 
Company, according to the table on page 28 of the report 
to which you referred. The Kansas gas, of 25,591,018 Mef 
was sold at 11 cents per Mef, and Northern Natural—I am 
sorry. Texas gas, of 5,143,038 Mer was sold for 7.9 cents 
per Mef. 
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Q. Can you tell me whether or not the figure you have 
shown there, actually it is for Northern Natural Gas 
Producing Company, of 30,734,067, constitutes the total 
production in the year 1959 of Northern Natural Gas Pro- 
ducing Company? 

A. No, I can not tell you that. 

Q. Let’s go to United Gas Pipe Line Company. There 
you show in the year 1959 they produced 226,183,000 Mcf 
of gas. Once again, was any of that gas produced by 
United Gas Pipe Line Company, sir? 

A. No, sir. That was produced by Union Producing 
Company, which is an affiliate owned by United Gas Pipe 
Line’s parent, United Gas Corporation. 

Q. Did United Gas Pipe Line Company have any ex- 
ploratory and development expenses for the year 1959? 

A. I feel confident they did not, that those expenses 
are on the books of Union Producing Company. 

Q. We have checked it—well, you go ahead and check 
it there. 

A. United Gas Pipe Line Company shows no expendi- 
tures for exploration and development costs, in its report 
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to the Federal Power Commission for the year 1959. 

Q. Now will you tell me what the average price per 
Mef was for the gas sold by Union Producing Company to 
United Gas Pipe Line Company in the year 1959? 

A. There were sales in Louisiana of 92,212,060 

2308 
Mef at 12.9 cents; of 4,403,596 Mef in Mississippi at 13.9 
cents; and 89,688,573 Mef in Texas at 9.9 cents. 

Q. Rather than read all of these into the record, Union 
Producing Company had substantial sales other than those 
to United Gas Pipe Line Company, did they not? 

A. Yes. Its sales are substantial. But of course they 
are nowhere near as large as the sales to United Gas 
Pipe Line. 

Q. And those were—let’s just name the companies and 
give me the range of prices, and forget about the volume. 

A. Arkansas Louisiana Gas Company, 12.6 cents. 
Coastal Transmission Corporation, 17.5 cents. Lone Star 
Gas Company, 14.5. Olin Gas Transmission Corporation, 
16.6. Southern Natural Gas Company, 21.1. That is in 
Mississippi. 


Southern Natural Gas Company in Texas, 13.5, Texas 
Kastern Transmission Corporation, Mississippi, 19.0. 
Texas Gas Transmission in Louisiana 18.3. Trunkline Gas 
Company, Texas, 10.9. 

Q. One last question on United Gas—on Union Pro- 
ducing Company, Mr. Van Scoyoe. Do you know whether 
the figure you show as to their production in 1959 consti- 
tuted their total production in the year 1959? 

A. I have reason to believe the figure on Exhibit 49 
constitutes total production, and the difference between 
that figure and the figure shown on page 39 of the report 
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of the Federal Power Commission to which we have re- 
ferred, of 217,637,126 Mcf, probably represents intrastate 
sales. 

Q. Mr. Van Scoyoe, as to the companies we have been 
diseussing, Cities Service, Lone Star Gas Company, North- 
ern Natural Gas Company, and United, am I to understand 
that Exhibit 49 is demonstrative of the fact that these 
companies have expanded their ownership of natural gas 
reserves under the investment or rate base method of 
regulation? 

A. These companies have certainly expanded their ex- 
ploratory activities, with the exception of Cities Service 
Gas Company, and as I have already indicated, the ex- 
ploratory activities are carried on by other subsidiaries of 
Cities Service Company, such as Cities Service Oil Com- 
pany. The sales are being made in interstate commerce, 
and they are subject to regulation by a regulatory com- 
mission who has used the cost method of regulation. 

I might point out in that connection, Mr. McDugald, that 
with respect to each and every price which I have read 
not one of them has been found by the Federal Power 
Commission to be a just and reasonable rate. 

Q. Are any of them in excess of the area price that has 
been prescribed by 6101? 

A. Without comparing them against the area price, I 
couldn’t say. There may be some in excess of the area 
price. 

Q. That would be easily ascertainable since we have 
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read into the record the states in which they are being 
sold? 
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A. It could be ascertained readily, except for Texas, 
where you have several districts. I am not sure you can 
tell with respect to Texas. 

Q. I gather by that, though, from your response there, 
that these are not being made on a cost of service basis? 

A. Lam pretty sure they are not, because I have checked 
the costs of Union Producing Company and I know darn 
well they are not made on any cost of service basis. 


Mr. MeDugald: I think that is all we have of this 
witness, your Honor. 


Presiding Kxaminer: Further cross? 
Mr. Albrecht: I have some cross-examination, Mr. 
Examiner. 


By Mr. Albrecht: 

Q. In Part 3 of your testimony, Mr. Van Scoyoe, and 
I will get the correct page citation, you are talking there 
about the Commission’s 1.5 percent treatment of accele- 
rated depreciation. 


Mr. MeDugald: What page is that on? 


Mr. Albrecht: That would be found at transcript page 
1302, and this is approximate. I don’t know whether the 
witness can answer this question in a general way, but — 


By Mr. Albrecht: 
A. You have characterized the Commission’s treatment 
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there as ‘“‘The difference is simply one of degree in the 
amount of additional return or profit which would be al- 
lowed under the ‘normalization method’ adopted by the 
Commission.”’ 
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Do you see that? 

A. Yes. 

Q. When you say the difference is one of degree, as- 
suming a six percent return, is the difference simply a 
difference between zero return and 114 percent and t per- 
cent, or how would you characterize this matter of degree? 

A. I was referring to the difference there between a 
return at six percent or some other rate of return which 
th Commission indicated in the Amere decision and United 
Fuel and El Paso, that a company would be entitled on 
the amount in the reserve for deferred federal income 
taxes, and the reduction of that return to 114 percent on 
the capital contributed by the customers. 


In other words, under the Commission’s original de- 
cisions with respect to the deferred federal income taxes 
it indicated that the companies were entitled to keep that 
money and that there would be no deduction of the re- 
serve from the rate base, therefore that simply means 
that on the capital contributed by customers the company 
would be entitled to a six percent or 614 or whatever the 
fixed return was, whereas the Commission’s later decision 
indicated that was not right and 
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that therefore they reduced in effect—in effect they reduced 
the return from whatever they had been allowing before 
in the particular case to 114 percent. 


That simply means the customers are, under the present 
policy, only being charged 114 percent on their own money 
instead of six percent. 

Q. And you would say zero is the proper way of doing 
it? 
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A. Well, I would certainly say they shouldn’t be charged 
anything on their own money. But more than that, they 
shouldn’t be required to contribute money for capital ex- 
penditures, and that is what they do under the normaliza- 
tion scheme. 

Q. That is what I am getting at. Is your objection more 
profound than simply saying there should be no return 
allowed on these monies which are derived from the dif- 
ference between normal depreciation and accellerated 
depreciation? 

A. Well, I say it is wrong to require customers to make 
capital contributions, and that is the effect of the normali- 
zation approach with respect to the deferred federal in- 
come taxes. It is doubly wrong when you not only re- 
quire the customers to make the contributions, but then 
charge them a return on their own money. 

Q. Well, would you be satisfied simply, since you 
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use the term ‘‘matter of degree,’’ and this is what has 
given rise to my question, whether your objection would 
be simply satisfied by allowing no return on this money? 

A. It would certainly not, except as to the money which 
has been already collected, and there is no way to pay that 
money back, and the only fair thing to do in that case 
is to put it in at zero cost, or deduct it from the rate base. 
But as far as the future is concerned, I think the collection 
of these capital items should cease. 

Q. In other words, the depreciation expense would 
be the same as that allowed by the Internal Revenue? 

A. In computing the income tax allowance in the cost 
of service, the deductions allowed or claimed for purposes 
of tax return would be used in computing the tax liability. 
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Q. Mr. MeDugald had quite a few questions for you 
about independent producer regulations. I am sure you 
recall those. 


Drawing upon those questions, I have one that I would 
have for you that I would like to clarify: I think you 
characterized the situation as one of being cost versus 
field price or commodity price, and I notice that in the 
first 12 pages of the Phillips Opinion No, 338—and refer- 
ring to that more particularly rather than the order headed 
61-1—the term ‘financial requirements’? is used as an 
indication of the regulatory method. 
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Where does an approach indicated by the words ‘‘finan- 
cial requirements’? fall in this realm of cost versus field 
price? 

A. In my opinion ‘financial requirements”’ can hardly 
mean anything other than a cost of service, whether you 
have it on one company or whether you have it on a lot 
of companies combined, such as has been suggested as a 
means, or one means, of arriving at an area price under 
that form of regulation. 

AAs a matter of fact, in the first case, one of the first 
certificate cases that I had anything to do with, following 
along after the promulgation of the Phillips decision, the 
witness for the applicant producers put in a so-called finan- 
cial requirements study. It turned out to be nothing other 
than a cost of service, although on somewhat of a theoreti- 
cal basis. 

Q. What witness put that in? 

A. Mr. Wilhelmi, I believe. 

Q. Do you have an opinion on the matter of whether 
or not a company that is primarily a transmission com- 
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pany can explore, develop and produce gas as cheaply or 
as efficiently as a regular, I will say, independent producer 
like one of the top 20 or 30 oil and gas companies? 

A. Well, are you assuming the situation would be such 
as was proposed by Mr. Burns, that at this time Natural 
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Natural start out into a program of exploratory efforts 
for the purpose of developing a gas supply? 


If that is what you had in mind, the answer is that I 
don’t know what the capabilities are of Natural, in com- 
parison in that field, in comparison with the capabilities 
of the major oil companies, for example. I am not in any 
position to judge whether Natural can do as well as a 
major oil company in discovering additional gas at a cost 
which is comparable. 


I do know that so far as the cost which Natural is in- 
curring today with respect to the reserves acquired in the 
Panhandle Field, that that cost is substantially less than 
what it is costing today to discover gas in, say, the Ana- 
darko Basin and other areas. 


But the reasons for that—well, there may be several 
reasons for it, one of which is the fact that Natural is not 
engaging in any exploratory program at the present time. 
If you would engage in an exploratory program, of course, 
that would increase Natural’s current costs today, whereas 
the oil companies are continually exploring and have those 
costs, or are incurring those costs currently. 


You also have the fact that probably acreage or leases 
are more costly today than they were, although Natural 
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itself paid a pretty high price for that period for its own 
acreage. 
2316 


You have also the factors mentioned this morning, of 
inflation, which has some impact, deeper drilling. Taking 
all those factors into consideration, you just can’t say 
what the results would be of an exploratory program 
conducted by Natural in competition with the oil com- 
panies. And I say ‘‘competition’’ only in the sense of 
competing for desirable acreage. 

Q. I frame my question not limited to Natural Gas 
Pipeline, but referring to companies more or less like 
Natural Gas Pipeline which are primarily transmission 
companies. I take it you do not have an opinion other 
than a discussion on the subject matter of whether pre- 
dominantly transmission companies can explore, develop 
and produce as cheaply as independent producers? 

A. Well, I have not compared on a cents per Mef basis, 
for example, what it is costing El Paso to produce gas in, 
say, the San Juan Basin, as to what it is costing the major 
oil companies to produce in the San Juan Basin. I think 
to have a valid comparison you would practically have to 
get down to a field basis, and then even at that you would 
run into differences in the cost of leases, because a person 
who got there first probably has the lowest lease cost, 
though that might not always be the case. 


However, so far as the drilling costs and operational 
costs I can not see that there could be any marked 
difference 
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as between a pipeline company operation and the opera- 
tions of a major oil company in a particular field. 
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Q. It wouldn’t be production costs, it would be costs 
of finding and developing, then? 

A. Yes—well, exploratory costs might differ materially. 
I think exploratory costs, the only practical way to deal 
with those on an overall company basis, and I don’t think 
you can use exploratory costs in a particular field or area 
and have any really meaningful answers, because the ex- 
ploratory costs we are talking about are the costs of 
failure. 

Q. I don’t necessarily remember your answer and the 
question in precise measure here, but you were asked 
about whether you believed in ownership of reserves by a 
predominently transmission company, and as I recall your 
answer was Yes. The thing I am interested in is some 
reference to the fact that such costs would go in the rate 
base. I would like to have you amplify that answer if 
you can recall your answer. 


The reason, I take it, is a bit more profound than the 
statement I have given you, and I am not sure whether 
the record is limited as I have indicated. 

A. Well, my position is that the ownership of gas 
reserves in the form of leases rather than in the form of 
ability to buy under a contract is desirable because it 
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provides ownership, and ownership involves investment, 
and that from the point of view of the pipeline company, its 
only source of profit is from putting money in the ground, 
so to speak. It doesn’t make any money on the gas it 
buys and resells, that goes into the cost of service, at what 
it pays, and it is priced out at the same cost. 


So there is no profit margin in just buying and selling 
gas unless you utilize facilities. And I think it is desirable 
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for pipeline companies to own reserves. I don’t believe 
that desirability has a price, so to speak. It is desirable 
only in terms of what it will provide for the stockholders 
and also what it will provide as benefits to customers. 


In other words, here we are faced with a situation where 
Natural says ‘‘We think ownership of reserves is highly 
desirable for the reason that it provides greater opera- 
tional flexibility to our system.’’ That is really the only 
reason which I think they advance for reserve ownership. 
But they seek to extract a price of somewhat over $3 
million for operational flexibility. 


2319 


In my opinion the additional operational flexibility is 
not worth that price to the consumer. I think that is 
demonstrated by the fact that many pipeline companies 
and distribution companies operate successfully, economic- 
ally and efficiently without reserve ownership, and without 
the flexibility that is claimed to exist because of reserve 
ownership. 

As a matter of fact, in this particular situation the flexi- 
bility is there now, if there is any, because of the reserve 
ownership. So why should the customers have to pay 
an additional $3 million for flexibility that is already there? 

Q. Under your assumption of a cost method of deter- 
mining the rates of produced gas as opposed to Mr. Me- 
Dugald’s field price assumption in which he asked you to 
indulge, and you did for a series of questions, would it 
make any particular difference whether the rate base was 
found in the costs of an independent producer or in a 
predominantly transmission company? 

A. It makes a difference to the security holders of 
Natural because, as I said before, they make no profit on 
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the gas they buy. 

Q. You mean they make no profit — 

A. No profit on the gas that they buy and resell. Profit 
only comes through the ownership of facilities. 
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Mr. Albrecht: That is all I have, Mr. Examiner. 
Presiding Examiner: Further cross? 


Mr. McDugald: I have one or two questions prompted 
by that last series of interrogatories. 


By Mr. McDugald: 

Q. Did I understand you in response to Mr. Albrecht’s 
last question to say that flexibility that exists in Natural’s 
own producing properties is going to exist forever? 

A. No. I said it exists today. 

Q. Hasn’t it been steadily going down, as is shown in- 
disputably by this record? 

A. There has been a decline in the amount of production 
available from the company’s reserves in the Panhandle 
Field, due to two factors, as I understand it: One, the 
depletion of the field; the second, the fact that Colorado 
Interstate Gas Company, being in very much of an excess 
gas position, has cut back its allowables, or cut back its 
nominations to the point where it has affected the allow- 
ables for the other producers in the field. 

Q. Didn’t you hear the testimony of Mr. Burns as to 
that reduction in flexibility when he outlined in detail the 
fact that more and more of Natural’s wells were becoming 
25-percent wells? 

A. Yes, I heard that. 

Q. Do you recall that? 
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A. Yes. 

Q. Is that — 

A. When I said ‘‘depletion of the field,’’ that is what I 
intended to cover. 

Q. So you recognize we are losing the flexibility that 
now exists? 

A. That gradually the flexibility is declining, not only 
because of the field going down, but because of Natural’s 
expanding markets. 

Q. And the ability to swing in the summer from a low 
of 49 up to 220, and in fact up to 260 in the wintertime, is 
gradually being reduced year after year? 

A. That is right. 

Q. Do you recognize the value of pipeline ownership 
of reserves other than on the basis of this ability to put 
money to work and make a profit? Is that the only value 
you ascribe to it? 

A. <As I said, if a pipeline company owns a complete 
field, and that, as I understand it, is one of the hopes ex- 
pressed by Mr. Burns that would result from any explora- 
tory program, that it would certainly provide operational 
flexibility within the limits of the deal they were able to 
work out with their royalty owners. 

Q. But that is the only type of flexibility you recognize, 
complete field ownership? 
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A. There is a degree from complete field ownership to 
absolutely none, but you would have no greater flexibility 
than would be obtained from a gas purchase contract, where 
you have a field with a number of producers in it and you 
are buying gas from these other producers, and you will 
not be able to operate your wells differently to the dis- 
advantage of the other producers in the field. 
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In other words, you are under a ratable take, or con- 
tractual obligation to produce, or to buy ratably, from 
all of the producers. So you have degrees. 

Q. You wouldn’t call 11 percent ownership complete 
ownership of the field, would you? 

A. Eleven percent is not complete ownership of the 
field. But you do not have all the flexibility in the Pan- 
handle Field that you would get if you had complete 
ownership of the field, by a long ways. 

Q. Oh, I quite agree with you. 


Just to complete your philosophy that you were discuss- 
ing with Mr. Albrecht relating to accelerated depreciation, 
Mr. Van Scoyoe, is it your view that in determining the 
income tax expense of a regulated utility for rate-making 
purposes you would calculate that income tax expense on 
the assumption that the utility had taken advantage of the 
accelerated depreciation under Section 167 of the Internal 


Revenue Code, whether or not they had in fact done it? 
2323 


A. It would be my position where a company could 
achieve a saving in income taxes by taking advantage of 
the deductions available under Section 167 of that—and 
that they had failed to do so—I would determine their 
rates then on the basis that such saving was available, 
because it is the duty of a regulated company to reduce 
its costs to the minimum consistent with providing ade- 
quate service, and if there is a saving in operations which 
is readily available to them, it would be my position that it 
should have been taken. And having failed to take ad- 
vantage of it, I do not believe it would be fair to impose 
the results of such a managerial dereliction upon the con- 
sumers. 
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Q. Am I then correct that insofar as Natural’s income 
tax expense is concerned, in this proceeding, you would 
have taken precisely the same position that you take in 
the first part of your testimony relating to accelerated de- 
preciation, whether or not Natural had taken advantage of 
the accelerated depreciation statute, Section 167? 

A. Yes, sir. 


Mr. MeDugald: That is all. 


The Witness: Because that saving is available to Natu- 
ral in its cost of service. And I would say that that would 
come under the heading of imprudent management, if that 
were not taken advantage of. 


Mr. McDugald: That is all I have, Your Honor. 


2324 
Presiding Examiner: Redirect? 
Mr. Danaher: Three or four questions, Mr. Examiner. 
Could we take a little recess at this time? 
Presiding Examiner: We will recess for 15 minutes. 


(Whereupon, at 3 o’clock p.m., a recess was taken 
until 3:15 o’clock p.m.) 


Presiding Examiner: The hearing will be in order. 
Mr. Danaher: Shall I proceed, Mr. Examiner? 
Presiding Examiner: Yes, Mr. Danaher. 


Redirect Examination by Mr. Danaher. 


Q. I direct your attention to page 1319 of the tran- 
script, and the following statement, beginning on line 16 
of that page and finishing on line 24. I quote: 


286 


(2325) 


“<To summarize, under the cost method of regulation a 
natural gas company recovers through rates all of the ex- 
penditures currently made to acquire a gas supply. The 
company receives a return on the capital invested in pro- 
ductive property and its investment in non-producing leases 
held for future use. It is also assured the recovery of 
the capital invested through allowance for depletion, de- 
preciation and amortization.”’ 


Mr. Van Seoyoe, that is a part of your direct testimony. 
Are there any inaccuracies in that statement? 
A. No, sir. 
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Q. I direct your attention to Exhibit 26 and ask you 
whether or not you desire to make any corrections on the 
face of that exhibit. 

A. Yes, sir. I overlooked making a correction yester- 


day. It is on Exhibit 26, and involves the amount shown 
opposite Panhandle Eastern Pipeline Company for the 
year 1959. The figure appearing there of 178,363,931 Mef 
should be 308,568,952 Mef. 


That substitution requires a change in the total in that 
column to 3,887,757,366 Mcf. 

Q. Does that complete the correction? 

A. Yes, sir. 

Q. Mr. Van Scoyoe, I am not sure the record is entirely 
clear as to your reason for not utilizing the total pipeline 
company requirements in developing the percentages shown 
on Exhibit 50. Will you please explain? 

A. My purpose in utilizing only the gas produced by 
pipeline companies and affiliates or subsidiaries and the 
purchases of natural gas from non-affiliated producers was 
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to make a comparison of the relative portions of the gas 
supply from those two sources. 


I did not take into account another source of gas to 
some of these pipeline companies, and that is by purchases 
from non-affiliated pipeline companies, because these inter- 
pipeline company sales, had I used them, would have caused 
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a distortion in the ratio between the gas supply of pipeline 
companies procured from independent producers and the 
procured through company-owned production or production 
by affiliates or subsidiaries. 


As I explained yesterday, using Southern Natural Gas 
Company and United Gas Pipeline Company for illustra- 
tive purposes, Southern Natural sells to United Gas Pipe- 
line Company, and if we were to add up the production 
by Southern Natural Gas Company and United Gas Pipe- 
line Company as shown on Exhibit 49, and also the pro- 
duction—and also the purchases shown on Exhibit 26, we 
would arrive at a total supply of those two pipeline com- 
panies from either production or purchases from non- 
affliated producers. 


Had we used the requirements, the sales requirements, 
of the two pipeline companies and used that for compara- 
tive purposes, those total sales requirements would have 
included gas sold by Southern to United Gas Pipeline 
Company, and the resulting total figure would have ex- 
ceeded the total gas supply from the two sources, that is, 
production and purchases from non-affiliated producers 
which actually occurred; and, furthermore, it would not 
have been possible to have used the totals which appear 
on those exhibits, for comparative purposes. 
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Mr. MeDugald: Mr. Examiner, may I ask, with refer- 
ence to Exhibit 50 and also Exhibit 27 in this proceeding— 


2327 
Presiding Examiner: Exhibit what? 


Mr. McDugald: Exhibits 27 and 50 in this proceeding,— 
that Mr. Danaher or Mr. Van Scoyoe be directed to secure 
the exhibits as delivered to the reporter and correct the 
caption of that so that the caption bears the correct cap- 
tion in accordance with our discussion of this yesterday? 


I think as written now, unless someone goes to the record, 
it creates a much distorted picture. I think for clarity 
and in view of the fact we don’t know who else is going 
to be looking at those exhibits, that should be done to 
have a proper record in this proceeding. 


Presiding Examiner: It has been corrected in the 
record. If we start the program you outline it would be a 
convenience, but J am afraid we might have to change a 
lot of other exhibits in this proceeding. As long as it is 
corrected in the record, we are all aware of it, and I don’t 
see any reason for it. 


Mr. McDugald: Very well, sir. 


Mr. Danaher: Shall I proceed, Mr. Examiner? 
Presiding Examiner: Yes. 


By Mr. Danaher: 

Q. Mr. Van Scoyoe, you were questioned concerning the 
write-off of the abandoned leases by Natural in the early 
ages of operation. Were these write-offs voluntary on the 
part of management? 
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Mr. MeDugald: Mr. Examiner, I object to the question 
because the witness has not been shown to be qualified in 
this regard. He has stated he has no knowledge of what 
oceurred in those years. 


Presiding Examiner: If I recall correctly you went into 
this on cross-examination relating to the book figures to- 
day and what had been on the books prior thereto, with 
this witness, Mr. MeDugald. 


Mr. MeDugald: And the witness disclaimed any knowl- 
edge in this area as to what actually took place, Your 
Honor. 


Presiding Examiner: Iam not quite familiar with your 
last statement in that regard. I am going to overrule your 
objection. 


By Mr. Danaher: 

Q. Will you please answer the question, Mr. Van 
Scoyoc? 

A. Well, I can say this much: During the period when 
most of these write-offs were made Natural was not under 
regulation by the Federal Power Commission. 


Mr. Danaher: That is all we have, Mr. Examiner. 


Presiding Examiner: Are there any further questions? 


Mr. MeDugald: I have no further questions, Your 
Honor. 


Presiding Examiner: You are excused, Mr. Van Scoyoe. 
(Witness excused) 
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Stipulation and Agreement To Terminate Proceedings. 


This Stipulation and agreement is by and between the 
parties to the above entitled proceedings. 


L 


The increased rates that are the subject of these pro- 
ceedings were made effective on March 1, 1961, subject to 
corporate undertakings to make such refunds as the Com- 
mission might validly order, by motion filed January 27, 
1961 by Natural Gas Pipeline Company of America (Nat- 
ural), pursuant to Section 4(e) of the Natural Gas <Act. 
None of such rates have been superseded by subsequent 
filings, so that they are ‘‘forward looking rates.’’ The 
course of these proceedings has been as follows: 


On August 29, 1960 Natural and Peoples Gulf Coast 
Natural Gas Pipeline Company (Gulf Coast) filed revised 
tariff sheets in their respective FPC Gas Tariffs that were 
designed to increase certain of their rates, effective as of 
October 1, 1960. These rate increase filings by Natural and 
Gulf Coast were designated by the Federal Power Com- 
mission (Commission) as its Dockets Nos. RP61-8 and 
RP61-9, respectively, and by order of the Commission 
issued on September 30, 1960, suspended until March 1, 
1961. 


Such revised rates superseded Natural’s and Gulf Coast’s 
then effective rates that had theretofore been ordered 
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suspended by the Commission and made effective by mo- 
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tion filed under Section 4(e) of the Natural Gas Act. All 
of the prior rate proceedings of Natural and Gulf Coast 
have now been terminated subject to certain conditions, 
pursuant to the Commission’s orders issued in Dockets Nos. 
G-13951, G-16026, G-18148, G-18149 and RP60-8. 


Subsequent to the filing by Natural and Gulf Coast of 
the Dockets Nos. RP61-8 and RP61-9 rate changes, the 
Commission, on September 29, 1960 in Docket No. CP60-97, 
authorized Natural to acquire and operate all of the pipe- 
line facilities of Gulf Coast. Such acquisition was consum- 
mated on October 11, 1960, and the FPC Gas Tariff of 
Gulf Coast was duly adopted by Natural pursuant to the 
requirements of Section 154.65 of the Commission’s Regu- 
lations under the Natural Gas Act. Thereafter, Natural, 
on October 24, 1960, tendered for filing in Docket No. 
RP61-8, its re-stated FPC Gas Tariff, Second Revised 
Volumes Nos. 1 and 2. (Second Revised Volume No. 2 of 
Natural’s FPC Gas Tariff is concerned solely with Ex- 
change Agreements between Natural and other natural gas 
companies, and is not relevant to these proceedings.) This 
filing was designed to supersede and consolidate the then 
effective FPC Gas Tariffs of both Natural and Gulf Coast, 
as adopted by Natural, inclusive of the rate changes pro- 
posed in Dockets Nos. RP61-8 and RP61-9. 


By order issued November 23, 1960, the Commission 
terminated Gulf Coast’s proceedings in Docket No. RP61-9, 
granted 
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Natural’s request for permission to substitute its re-stated 
Gas Tariff in lieu of the rate changes originally proposed 
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at Docket RPG1-8, and ordered the use of the same sus- 
pended until March 1, 1961. 


Pursuant to order issued March 16, 1961, hearings were 
commenced in these proceedings on June 20, 1961 and pro- 
ceeded, with recesses, until their conclusion on December 
20, 1961. On that date the Presiding Examiner fixed Feb- 
ruary 27, 1962 as the date for filing of briefs by Natural 
and all intervenors supporting its position, April 10, 1962 
as the date for filing of briefs by the Federal Power Com- 
mission Staff and any intervenor opposed to Natural’s 
position, and May 1, 1962 as the date for filing of reply 
briefs of Natural and any supporting intervenor. The two 
latter dates have now been extended to dates to be set. 


The briefs of Natural, two supporting intervenors and 
certain other parties have been filed. 


I. 


In the development of rates for purposes of the settle- 
ment and termination of these proceedings proposed herein, 
the parties have agreed upon an overall company annual 
cost of service in the amount of $137,014,823, based on 
ealendar year 1960, as adjusted. Agreement thereto is not 
intended to reflect agreement to the amount, percentage or 
method of derivation of any particular item of such cost 


of service. 
2957 


Rates based upon such cost of service and applicable to 
the period March 1, 1961 to the present and into the future 
are shown in Exhibit A. The rates in column 1 of Exhibit 
A, which are applicable to the period March 1, 1961 to 
September 1, 1961, are based on that cost of service, re- 


293 


(2957) 


duced, however, because the Dedicated Reserve Gas Tax, 
(Title 122A, Article 3.11 of Chapter 3, Taxation—General 
R.C.S. of Texas), allowance for which is included in the 
cost of service noted above, was not paid during said period. 
The rates in column 2 of Exhibit A apply to the period 
from September 1, 1961 to the first day of the month fol- 
lowing the date on which the Commission approves this 
settlement. The rates in column 3 of Exhibit A apply to 
the period from the first day of the month following the 
date on which the Commission approves this settlement, 
into the future, and reflect the future commodity charge 
of 20.6¢ per Mef. 
sage 


Natural agrees, that within seven (7) days after the 
Commission’s order approving this settlement shall become 
final and not subject to court review, it will: 


(A) File with the Commission, revised tariff sheets con- 
taining the rates shown in Exhibit A; 


(B) Refund to its customers that part of the payments 
made to Natural by such customer for gas sold to them on 
or after March 1, 1961, under the rates collected by Natural, 
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which represents the excess payments made over and above 
those that would have resulted from the use of the appli- 
cable settlement rates listed in Exhibit A, together with 
interest thereon at 7 per cent per annum, from the 20th day 
of each month in which each excess payment was collected 
to the date Natural refunds such excess payments; and 


(C) File with the Commission such changes in its FPC 
Gas Tariff as shall be requisite to eliminate therefrom the 
“75 per cent minimum bill’? provision now appearing in 
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Section 4 on Original Sheets Nos. 6 through 8, Rate Sched- 
ule CD-1 of Second Revised Volume No. 1, to be effective 
on the first day of the month foliowing the date on which 
the Commission approves this settlement. 


IV. 


Natural agrees to perform each and all acts required 
under Section III above, subject to the following condi- 
tions: 


1. The question of whether Natural, in computing its 
cost of service for rate purposes, should compute its fed- 
eral income tax expense allowance by use of the statutory 
52 per cent (less surtax adjustment) rate, which was util- 
ized in developing the cost of service agreed upon, or by 
use of a ‘‘consolidated company effective tax rate,’’ as 
proposed and defined by the FPC staff in these proceed- 
ings, shall be determined by an adjudication by the Com- 
mission in these proceedings and this issue shall not be 
terminated by approval 
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of the settlement proposed hereunder. To permit a reso- 
lution of this issue at the earliest possible date, however, 
all parties hereto request that in lieu of any intermediate 
decision herein, the Commission render a final decision with 
respect to such federal income tax issue and, pursuant to 
the requirements of Section 1.30(c) of the Commission’s 
Rules of Practice and Procedure, request the opportunity 
to file briefs relating to this issue, inclusive of proposed 
findings and conclusions, in accordance with a briefing 
schedule to be prescribed by the Commission, and to there- 
after present oral argument to the Commission relating 
thereto; each party, subject to the foregoing, reserving its 
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right to apply for rehearing and petition for judicial re- 
view of the Commission’s decision with respect to such 
issue. 

In the event it shall be determined in these proceedings 
by a valid and final order of the Commission that Natural, 
in computing its cost of service in these proceedings, must 
utilize a ‘‘consolidated effective tax rate’’ that shall be less 
than the said 52 per cent corporate tax rate that has been 
used in computing the cost of service agreed upon, Natural, 
subject to its right to seek judicial review thereof, shall 
make such further refunds, with interest at 7 per cent per 
annum from the 20th day of each month in which each 
excess payment was collected to the date Natural refunds 
such excess payment, as shall result from the reduction, 
if any, in the level of any 
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of the rates contained in its FPC Rate Schedules that may 
be required by the Commission at the time of such order; 
provided, however, that Natural’s obligation to make a 
refund hereunder shall not become effective unless and 
until the aggregate sum refundable under this Paragraph 
(1) shall be equal to $100,000. 


It is agreed that the allowance for Federal Income Tax, 
computed by use of a 52% rate, which is included in the 
cost of service of $137,014,823, is $13,964,686. 


Any refunds and/or rate reductions made by reason of 
determination of the issue/s involved in this Section IV (1) 
and/or Section IV (2), below, shall be calculated so as to 
reduce Natural’s annual revenue by the amount of the re- 
duction in Natural’s test period cost of service which the 
Commission or courts shall order, and such reduction in 
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revenues shall be calculated so as to reflect reductions of 
only Natural’s CD-1 and CD-2 demand charges and its G-1, 
G-2 and X-1 rates. Said G and X rates will be adjusted 
at 50% and 100% load factor rates, respectively. It is 
agreed that the total annual demand units upon which the 
demand charges in Exhibit A were developed is 17,839,464. 


2. The question of whether Natural, in computing its 
cost of service for rate purposes, should compute its fed- 
eral income tax expense allowance by ‘‘normalizing’’ such 
taxes to eliminate the effect of Section 167 of the Federal 
Internal Revenue Code, which relates to ‘‘accelerated’’ or 
‘‘liberalized’’ 


2961 
depreciation, or by utilizing the principle of ‘‘flow through”’ 


of the tax effect of the use of such ‘‘accelerated deprecia- 
tion’? deductions for tax purposes, as proposed and de- 


fined by the City of Chicago in these proceedings, rather 
than the ‘“‘normalization’’ method, shall be determined by 
an adjudication by the Commission in these proceedings 
and this issue shall not be terminated by approval of the 
settlement proposed hereunder. 


To permit a resolution of this issue at the earliest pos- 
sible date, however, all parties hereto request that in lieu 
of any intermediate decision proceedings herein, the Com- 
mission render a final decision with respect to such issue 
and, pursuant to the requirements of Section 1.30(c) 
of the Commission’s Rule of Practice and Procedure, re- 
quest the opportunity to file briefs relating to this issue, 
inclusive of proposed findings and conclusions, in accord- 
ance with a briefing schedule to be prescribed by the Com- 
mission, and to thereafter present oral argument to the 
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Commission relating thereto; each party, subject to the 
foregoing, reserving its right to apply for rehearing and 
petition for judicial review of the Commission’s decision 
with respect to such issue. 


In the event it shall be determined in these proceedings 
by a valid and final order of the Commission that Natural, 
in computing its cost of service in these proceedings, must 
utilize the above mentioned ‘‘flow through’’ method of tax 
computation, Natural, subject to its right to seek judicial 


review 
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thereof, shall make such further refunds, with interest at 
7 per cent per annum from the 20th day of each month in 
which each excess payment was collected, to the date Nat- 
ural refunds such excess payment, as shall result from the 
reduction, if any, in the level of any of the rates con- 


tained in its FPC Rate Schedules that may be required 
by the Commission at the time of such order; provided, 
however, that Natural’s obligation to make a refund here- 
under shall not become effective unless and until the ag- 
gregate sum refundable under this Paragraph (2) shall 
be equal to $100,000. 


It is agreed that the difference between the depreciation 
deduction used in computing the Federal Income Tax al- 
lowance by use of the above mentioned ‘‘noramilzation’’ 
method, which is included in the cost of service of $137,- 
014,823, and the depreciation deduction for such tax allow- 
ance purposes, relative to such cost of service, which would 
have resulted from use of the above mentioned ‘‘flow 
through’’ method, is $7,928,320. Any refunds and/or rate 
reductions made by reason of this Section IV (2) shall be 
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made as described in the last paragraph of Section IV 
(1) above. 


3. It is recognized that certain of the producer prices 
reflected in Schedule No. 5 of Exhibit 12 in these proceed- 
ings, which are used in determining the cost of purchased 
gas portion of the Cost of Service agreed upon, have here- 
tofore been made effective by motion filed under Section 
4(e) of the Natural 


2963 


Gas Act and may therefore be hereafter reduced by Com- 
mission order, or may be the subject of Section 5(a) pro- 
ceedings. It it further recognized that the Dedicated Re- 
serve Gas Tax, an allowance for which in the amount of 
$576,696 has been included in such Cost of Service, is sub- 
ject to legal proceedings, in the District Court of Travis 
County, Texas, by Natural and others, in which its con- 
stitutionality has been challenged. It is therefore agreed 
that in the event any final order or decision by the Com- 
mission and/or the courts results in the recovery by or 
refunds to Natural of: 


(i) any portion of the amounts paid by Natural, 
for the amounts of gas delivered during the period 
beginning March 1, 1961 and ending when the settle- 
ment rates to be filed hereunder shall be superseded 
by rates that shall thereafter be made effective under 
Sections 4 or 5 of the Natural Gas Act, and/or 


(ii) all or any part of the sum included in the cost 
of service agreed upon as allowance for payment of 
the Dedicated Reserve Gas Tax, 


Natural, after deducting therefrom (a) all legal expenses 
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and costs incurred by Natural in obtaining such refunds 
that shall be properly allocable to its jurisdictional sales, 
and (b) that portion of the amounts so recovered that shall 
be properly allocable to Natural’s mainline industrial sales, 
shall refund the remainder thereof, including the applicable 
part of any 
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interest paid Natural thereon, to its customer companies; 
provided, however, that Natural’s obligation to make any 
such refund shall not become effective unless and until the 
aggregate sum refundable under this Paragraph IV (3) 
shall, from time to time, be equal to $100,000. The refunds 
from Natural’s suppliers and from the State of Texas re- 
referred to in the preceding sentence relate to payments 
for the amounts of gas, and from the suppliers thereof, 
listed in said Schedule No. 5 of Exhibit 12. 


Such refunds from Natural’s suppliers also relate only 
to reductions in the rates of such suppliers below the 
rates listed on said Schedule No. 5 of Exhibit 12. Natural 
shall not be required to pay interest on any money/s re- 
funded in accordance with the Paragraph IV (3), other 
than the interest it may recover from said suppliers and/or 
the State of Texas. 


The pro rata share of each of Natural’s customer com- 
panies in any refund to be made by Natural under this 
Section IV (3) shall be based on the ratio that the number 
of demand units billed by Natural to each of the companies 
bears to the total number of demand units billed by Natural 
to all of said companies thereunder during the period to 
which such refund is applicable. In computing such num- 
ber of demand units, those applicable to the G-1, G-2 and 
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X-i rates shall be determined by imputing a 50% load factor 
to the G-1 and G-2 rates and 100% load factor to the X-1 
rate. 
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Natural shall file for a reduction in its rates shown in 
Exhibit A to reflect any net annual reduction in the rates 
charged Natural by the suppliers shown on said Schedule 
5 of Exhibit 12, which may occur before Natural shall file 
new rates intended to supersede such rates shown in Ex- 
hibit A, determined as follows: 


The amount by which the reduction, pursuant to final 
and non-appealable order or orders by the Commis- 
sion or the courts, in the rates charged Natural by said 
suppliers exceeds, on an annual basis when applied 
to the volumes of gas shown in said Schedule 5, the 
amount by which said rates have been increased, on 
an annual basis when applied to said volumes; 
provided, however, that no such reduction in rates by Nat- 
ural shall be made until such time or times as the ac- 
cumulated net annual reduction in rates of suppliers, which 
have not been theretofore reflected in rate reductions by 
Natural, shall equal $250,000. 


If the above mentioned Dedicated Reserve Gas Tax is 
declared invalid by final, unappealable order of a court of 
competent jurisdiction, Natural shall file with the Commis- 
sion a reduction in its applicable rates which are shown in 
Exhibit A, so that its annual revenues will be reduced by 
$576,696; provided, however, that no such reduction in 
Natural’s rates shall be required if on or before twenty- 
seven (27) months 
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from the date of such final invalidation of said tax, said 
tax is succeeded by passage, by the legislature of Texas, of 
legislation which imposes a new tax upon the purchase, 
sale, receipt, delivery, production, processing or transmis- 
sion of natural gase, and/or which increases the amounts 
payable by taxpayers under any existing such tax/es, so 
that Natural’s expenses caused by such tax/es are in- 
creased. Natural’s obligation to make such rate reduction 
shall be terminated on the date that Natural shall file 
new rates which are intended to supersede the rates shown 
in Exhibit A. 

Any rate reductions made by reason of this Section IV 
(3) shall be by only those amounts allocable to Natural’s 
jurisdictional sales and shall be made only in Natural’s 
CD-1 and CD-2 demand charges and its G-1, G-2 and X-i 
rates. Said G-1, G-2 and X-1 rates will be adjusted at 


50% and 100% load factor rates, respectively. The num- 
ber of demand units to be used in calculating such rate 
reduction shall be those effective at the time of such reduc- 
tion. 


Natural shall refund to its customers, for any period 
from the date of Natural’s final payment of the Dedicated 
Reserve Gas Tax to (1) the date its above mentioned sup- 
erseding rates are made effective or (2) the date such 
above mentioned new tax and/or increase in existing tax 
is effective or (3) twenty-seven (27) months from such date 
of final invalidity, whichever of these three dates shall 
occur first, the product 
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of the number of days in said period multiplied by 
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$1,576.00. Such refund shall be made as described in the 
third paragraph of this Section IV (3). 


4, It is expressly understood and agreed that this Stip- 
ulation and Agreement is made solely to effect a settlement 
of these proceedings. Therefore, although the settle- 
ment rates listed in Exhibit A are necessarily based on the 
cost of service agreed upon, this Stipulation and Agree- 
ment and attached Exhibit shall not be deemed, in any 
other proceeding, as approval, either by Natural, by an 
intervenor or by any other party, of any method or prin- 
ciple employed in developing such cost of service or the 
rates resulting therefrom, or of any specific data used in 
the computation thereof. Consequently, this Stipulation 
and Agreement and attachments thereto shall be without 
prejudice to the right of such parties hereafter to question 
in any other proceeding the propriety of any method or 
principle employed or the accuracy of any data used in 
connection with this settlement. 


It is further expressly understood and agreed that this 
Stipulation and Agreement is made subject to the Com- 
mission’s approval of this settlement as herein contem- 
plated, without modification. 


5. If the Commission accepts the terms and conditions 
of this Stipulation without modification, Natural will not, 
before June 15, 1963, or 365 days from the date of the order 
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of the Federal Power Commission approving this settle- 
ment agreement, whichever date shall occur first, place 
into effect any increase in its CD-1, CD-2, G-1, G-2 and I-1 
rates shown in Exhibit A. 
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Nothing in this Agreement shall limit the right of Nat- 
ural, in the event it determines to effectuate a merger of 
Natural Gas Storage Company of Illinois into Natural, 
to make effective such rates for storage service, or to 
make such changes in the statement in its tariff regarding 
release of gas for cushion gas, as shall be proper under 
the revised corporate structure and/or the Natural Gas 
Act, as amended. 


V. 


Following conferences held by Natural with customer 
companies, intervenors and the Commission staff, for the 
purpose of discussion of the settlement of these proceed- 
ings, verbal agreement was reached by these parties to 
settlement of these proceedings on the basis delineated 
herein, with one exception. Said exception is that the Coal 
Intervenors do not agree to the level of the CD-1 and CD-2 


commodity charges or of the I-1 rates, as agreed to by the 
other parties. 


VI. 


In view of the foregoing, it is hereby submitted that ap- 
proval of the settlement of these proceedings by the Com- 
mission in accordance herewith, and their termination 
subject to the conditions enumerated herein is desirable in 
the public 
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interest, is appropriate to the provisions of the Natural 
Gas Act, and will be beneficial to all concerned by relieving 


the Commission, State Regulatory Agencies, and Natural, 
as well as Natural’s customers and other intervenors here- 
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in, of the time and expense which might be necessary to the 
conduct of full adjudication of all issues. 


s * * 
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Oral Argument on Liberalized Depreciation Issue. 


BEFORE THE 
FEDERAL POWER COMMISSION 


In the Matter of: 
Natura Gas PreeLinE CoMPANY OF AMERICA 

Docket No. RP61-8 
Hearing Room F-G, 
G.A.O. Building, 
441 G Street, N.W., 
Washington, D. C., 
Tuesday, January 12, 1965. 


The above-entitled matter came on for oral argument, 
pursuant to notice, at 10.00 a.m. 
BEFORE: 
JosepH C. Swiwier, Chairman 
Lawrence J. O’Connor, JR., Commissioner 
Cuarues E. Ross, Commissioner 
Davin S. Buack, Commissioner. 


APPEARANCES: 
William Brackett, Ross, McGowan and O’Keefe, 122 


South Michigan Avenue, Chicago 3, Illinois, appear- 
ing on behalf of Natural Gas Pipeline Company of 
America. 

James J. Danaher, Assistant Corporation Counsel, 
Room 1107, 69 West Washington Street, Chicago 2, 
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Illinois, appearing on behalf of the City of Chicago. 
Edmund M. Sciullo, Staff Counsel, appearing on be- 
half of the Federal Power Commission. 


2998 
PROCEEDINGS 


Chairman Swidler: Oral argument is now to be heard 
on the reserved issue of the proper treatment of liberalized 
depreciation by Natural Gas Pipeline Company of America 
under the settlement agreement in Docket RP61-8. The 
date for this argument was fixed by notice issued De- 
cember 18, 1964. 


Four parties submitted requests for time for argument. 
The Commission has found it necessary to reduce some 
of the times requested. You have been furnished a schedule 
indicating the order in which the parties will appear and 
the allocation of time for presentation of argument. 


I have handed a copy of this schedule to the reporter 
and ask that it be copied into the record at this point as 
though read. 


Time Allotted 
Participating Parties (Minutes) 
1. Natural Gas Pipeline Company of America 45 
2. City of Chicago 30 
3. Commission Staff 20 
95 
(1 hour, 35 minutes) 


Before beginning argument, each counsel will state his 
full name and the party he represents. Counsel for Natural 
Gas Pipeline Company may now proceed. 
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Mr. Sciullo: May I take a moment here? I have had 
copies of the agreement made for the Commission so they 
will 

2999 
have it before them. 


Chairman Swidler: Very good. 


Mr. Sciullo: There aren’t too many copies of this 
available. 


ORAL ARGUMENT OF WILLIAM W. BRACKETT 


Mr. Brackett: If the Commission please, I am William 
W. Brackett, counsel for Natural Gas Pipeline Company of 
America. 


I should like to use approximately 25 minutes of my time 
in opening argument and reserve the remainder for re- 
buttal. 


The basic facts in this case is that it involves a rate 
investigation pursuant to rate application by Natural Gas 
Pipeline Company of America, RP61-8, utilizing a 1960 
test year, rates put into effect on March 1, 1961. 


Hearings were held, initial briefs were filed, settlement 
agreement was then consummated and submitted to the 
Commission, and approvd in Opinion 367. 


Two issues were reserved for future adjudication, one 
of which we are involved with today, the rate treatment 
of liberalized depreciation. Article IV, Section 2 of the 
settlement agreement relates to that issue. It reserves for 
future adjudication the question of normalization versus 
flowthrough. The basic factors it seems to me in this de- 
cision this morning are three in number. First, what is 
the language and intent of that settlement agreement. 
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It seems to me that is the most basic factor, because unless 
that settlement agreement requires refunds, retroactive ap- 
plication of the policies formulated by the Commission in 
Alabama-Tennessee, then this Commission should not and 
can’t order refunds. 


Number two is the Commission policy developed in 1964 
in the Alabama-Tennessee decision and subsequent deci- 
sions relative to the treatment of liberalized depreciation. 


Factor numbr three is the overriding legal considera- 
tions, twofold in number, that a regulatory agency, just 
as an administrative official or the courts themselves can’t 
discriminate against those regulated and can’t apply to 
the injury of the regulated company policy changes retro- 
actively. 


It seems to me the basic consideration here is whether 


these three factors—the agreement, the Commission’s poli- 
cy and the principles of discrimination—can be harmonized, 
are they compatible. 


The City of Chicago and the Commission’s staff say that 
they can’t be compatible, that because of their allegations 
to what the settlement agreement states the Commission 
must in the case of Natural only violate its policies and 
impose discrimination between Natural and the other com- 
panies in the industry. 


Natural, on the other hand, states quite clearly that 
3001 


all of these factors are compatible, because the settlement 
agreement does not require refunds—it simply leaves the 
matter for future adjudication by this Commission. It 
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neither requires refunds nor precludes refunds. 


The case arises, of course, as I have stated, because 
of the reserved issue in the settlement agreement, and this 
reserved issue relating to flow-through versus normalization 
would normally relate to two separate questions. 


The first is whether the policies developed by the Com- 
mission in Alabama-Tennessce should be applied to Natu- 
ral. The second issue would be if they are to be applied, 
when are they to be applied. 


However, on May 19, 1964, Natural filed its answer 
which included a rate reduction proposal. That answer 
and proposal had the effect of limiting the issues. It 
limited the issue to one. For the purposes of that proposal 
and for the purposes of this proceeding, therefore, Natural 
will agree to accept the application of the Alabama-Ten- 
nessee principle to Natural if its rate reduction proposal 


is adopted, and therefore the question today is should that 
proposal be adopted and is the timing proposed therein 
equitable and reasonable and required by the Commission’s 
policy? 


Therefore, the issue today is not whether the Alabama- 
Tennessee principles are valid. The issue also is 
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not whether the Alabama-Tennessee principles are valid 
as applied to Natural. Natural, again, has agreed not to 
litigate those in these proceedings, and to merely go to 
the question of its proposal. 


It is also not in issue in this proceeding whether or 
not the settlement agreement is a contract. Natural agrees 
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it is a contract, agrees that it is binding, and we have here 
a dispute about what the contract involves. 


Now, what are the mechanics of the rate reduction pro- 
posal that Natural has made? First of all, Natural has 
agreed to reduce its rates to reflect the Alabama-Tennessce 
principles if those principles remain in effect. If, in other 
words, they are not overruled by the Commission, itself, 
by the courts or by legislation. 


Secondly, the effective date of those rate reductions 
would be October 1, 1963. That is precisely the date that 
has been approved by this Commission in regard to Ameri- 
can Louisiana Pipeline, Michigan Wisconsin, Panhandle 
Eastern and Trunkline. 


Third, the proposal that Natural will reduce its rates 
to reflect the reduction in the rate base is unconditional 
as long as those policies remain in effect Natural will make 
that reduction on October 1, 1965. The requirement that 
Natural reduce its rates to reflect flowthrough, if that 
policy remains in effect, will take effect if Natural is 
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still using liberalized depreciation for tax purposes as of 
October 1, 1965. 


Finally, that October 1, 1965 date can be deferred to 
allow full review of Alabama-Tennessee in the other pro- 
ceedings where its review is going on, but if that policy 
is upheld, then the rate reduction by Natural will relate 
back to October 1, 1965, so that remains the effective date. 


Now, it seems to me that the basic summary for decision 
in this case is very simple. The settlement agreement and 
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Opinion 367 which approved it left this issue which we are 
involved with today open completely for adjudication by 
the Commission. It neither requires nor precludes refunds. 
Since the Commission has diseretion, there is no reason 
why it can’t or should not follow its established policies. 


The policies established in Alabama-Tennessee, before 
that decision and since, is that the Commission will apply 
the changed principles there involved prospectively only, 
on or after the date those policies are made applicable to 
the company in question. 


Now, this has two results regarding Natural. Obviously 
it would violate that Commission policy if the Commission 
were to apply it to Natural at an earlier date. Secondly, 
it would violate the principles against discrimination, 
against retroactive change in policy, and therefore be a 
violation of the due process because of the Fifth Amend- 
ment. 
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The third step, it seems to me, is that Natural’s pro- 
posal for prospective application of the Alabama-Tennessce 
principles has been approved in regard to several other 
companies. It has been found to be in the public interest. 
Since the Commission is free to apply that policy to 
Natural, the Commission should, can and must. 


Now let me expand briefly on each of these points. I 
don’t think I need dwell overlong on the fact that it is 
Commission policy to apply Alabama-Tennessee prospect- 
ively. Pages 11 to 19 of our initial brief, pages 6 to 11 of 
Natural’s reply brief state at many places where the 
Commission has announced this policy and where the staff 
has agreed that that is the case. For example, the Com- 
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mission did not order Alabama-Tennessee itself to make 
refunds. 


Prior to Opinion 417, the Commission had announced 
repeatedly in electric company cases and in the reserved— 
in decisions which reserved the issue with regard to El 
Paso, ete., that any changed policy would be prospective 
only. In Opinions 417 and 417-A, only, the Commission 
repeatedly repeated this prospective application policy that 
the companies would be allowed to retain the reserves. 
Again, pages 13 to 16 of our brief carry those statements. 


The Commission also in Opinion 417, as you well know, 
stated that this would be a proposed decision as to other 
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companies, in addition to Alabama-Tennessee. 


At page 2 of the Opinion 417, the Commission noted that 


it had provided for prospective application in regard to 
other companies, and specifically noted Michigan-Wiscon- 
sin, American Louisiana, and Natural. The important point 
about that footnote reference to Natural it seems to me is 
that it shows that the Commission never has considered 
ordering refunds in this regard, and certainly has never 
considered Natural to be in any separate category. 


Chairman Swidler: The argument for the ’65 date is 
based on discrimination and not on the theory of retro- 
activity, isn’t it? So far as retroactivity is concerned, the 
latest date you could argue for would be the ’64 date? 


Mr. Brackett: I think not, Your Honor. I think the 
decision in Alabama-Tennessee established the principle 
that the principles established in Alabama-Tennessee would 
be applied on or after the date those principles are found 
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applicable to the company being regulated at that time. 
For Alabama-Tennessee, that was 1964. For Natural Gas 
Pipeline Company, that is no earlier than 1965. 


Chairman Swidler: Why ’65? 


Mr. Brackett: Because 1965 will be, if this rate pro- 
posal is accepted, the date on which those principles are 
found to be applicable to Natural Gas Pipeline Company, 
the date of the decision in this proceeding. Now, we 

3006 


are arguing for a slightly later date—October 1, 1965— 
and there I would agree that that is on the principle of 
equal treatment with other companies who have achieved 
the October 1, 1965 date, but so far as retroactivity, I 
think I stated our position on that. 


Commissioner O’Connor: You meant January 1, 1965, 
under some circumstances. 


Mr. Brackett: January 1 has no significance to me, 
Your Honor. The date of the order in this proceeding, 
coming out of the decision you render in this proceeding, 
has significance to me in that regard. 


Now, since I have stated the number of instances in which 
the Commission has stated its prospective policy only, the 
staff has agreed in its answer to the Alabama-Tennessee 
motion for stay in the Fifth Circuit, they agreed the Com- 
mission’s policies should be prospective in this brief in 
this proceeding. 

Commissioner Black: Pardon me, counsel, did the cases 
that you cited refer to—were those refund cases, American- 
Louisiana and El Paso? Were refunds involved in those 
cases? 
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Mr. Brackett: No refunds were ordered. 
Commissioner Black: No refunds were ordered? 


Mr. Brackett: That is my understanding, and no settle- 
ments were involved. The Commission merely applied Ala- 
bama-Tennessee principles prospectively, only. I am re- 
ferring to the issue 
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of liberalized depreciation. 


It seems to me that in view of this consistent policy of 
the Commission, the real question and the only question 
is, is there any reason why this Commission has its hands 
tied, why it can’t follow that same policy in regard to 
natural? 


Now, the whole point of the staff and the City of Chicago 
is that their claim that the settlement agreement required 
refunds. I would contend that this is simply not correct, 
it is simply not supportable on any reading of the specific 
language of the settlement agreement. 


First of all, the agreement was approved by Opinion 
No. 367, and that stated that the settlement agreement 
left two contested issues for subsequent decision, flow- 
through versus normalization being one. 


Now, it has been argued that because the Commission 
in that order used the term ‘Natural shall collect rates 
based on normalization subject to refund’’, that this means 
that there has to be a refund. Well, obviously the term 
“‘subject to refund’’ is a term of art used by the Com- 
mission in every order suspending a rate increase. This 
doesn’t mean that the Commission in each of those orders 
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has prejudged the issue and decided that there must be 
refunds. It means subject to possible refund. 

Now, it has also been argued that Opinion 367 does 
not say that the application of Alabama-Tennessee, if 
applied, 
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will be prospective, only, in that all of these other rate 
orders and opinions, 363, 366, and so on, did say prospective 
only. It seems to me the answer is very simple. None of 
those orders dealt with settlement agreements which re- 
served the issue. Therefore, those orders had themselves 
phrased the policy left for decision—they phrased it the 
way the Commission had phrased it, prospective applica- 
tion only. 


In 367, the Commission was dealing with a settlement 
agreement which phrased it, phrased it requiring nor pre- 
cluding refunds, and 367 simply approved the settlement 
agreement, which speaks for itself. 


We are then thrown into the main point, the language 
of the settlement agreement. The last sentence of Article 
IV, Sction 2 of the agreement—and that is at mimeo page 
10, if Mr. Sciullo has given you the same typographical 
copy I have. 

Chairman Swidler: We have it from the record. 

Mr. Brackett: That would ke transcript 2962, Your 
Honor. The last sentence states, ‘‘any refunds and/or rate 


reductions’’ shall be made as prescribed in the preceding 
section. 


It seems to me on any analysis of language, any refunds 
and/or rate reductions clearly contemplates the possibility 
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of either refund or rate reductions—that is what ‘‘or”’ 
means—or both, that is what ‘‘and’’ means, or 
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‘‘neither’’, that is what ‘‘any’’ means, and the same phras- 
ing is repeated in Article IV, Section 1, that is again on 
page 2960. Any refunds and/or rate reductions made by 
reasons of Article IV(1) or IV(2). Clearly, that kind of 
phrasing doesn’t contemplate mandatory refund. It 
doesn’t contemplate that the Commission must order re- 
funds, or that it has tied its hands so that it can’t follow 
its policy. 


Now, again on page 2961 and 62, the third paragraph of 
Article IV, Section 2, states that if flowthrough is or- 
dered—and here I will read skipping the procedural lan- 
guage—‘‘ Natural shall make such further refunds as shall 
result from the reduction, if any, in the level of any of 
the rates that may be ordered by the Commission.’’ 


In other words, it is quite clear that if the Commission 
chose to order refunds—rate reductions for 1962, then re- 
funds would follow, but if the Commission does not order 
reductions for 1962, there would be no refunds for 1962. 
Again, the issue is left over for adjudication by the Com- 
mission in this proceeding. It is not a mandatory require- 
ment, and the Commission is free to be consistent. 


The term ‘‘adjudication’’, itself, used in Article IV (2), 
page 2960 and 61, adjudication itself contemplates an open 
decision, a decision on all the issues by the Commission. 


Now, when the settlement agreement meant to impose a 
mandatory refund requirement it said so quite clearly. The 
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subsequent paragraphs, paragraphs 3 and 4 refer to sup- 
pliers’ refunds to Texas tax refunds. It is very clear, 
there is no doubt about that. Natural did agree to make 
the refunds, and the language is quite different. In these 
paragraphs, however, the Commission was allowed to 
make the future decision on an open adjudication. 


Now, all of this language must be interpreted in regard 
to the principle that the Commission not only has the duty 
to avoid discrimination, but also to avoid accepting a 
twisted interpretation of words in a settlement agreement 
which would tend to discourage settlement agreements. 
Here the language, it seems to me, is very clear. The staff 
and the city tried to read an obligation in there that simply 
is not there. They are trying to achieve by alleged con- 
tract interpretation what the California Public Service 
Commission tried to achieve directly in Alabama-Tennes- 
see. They contended for refunds. As the Commission well 
knows, the Commission denied that claim and stated that 
the companies would be allowed to retain the service. 


It can’t be allowed in this case by alleged contract in- 
terpretation to achieve what was not achieved in that 
case, not when the terms of the contract do not support 
that interpretation. 


The staff finally seems to have given up on the idea that 
they can find language in the settlement agreement which 
3011 
specifically requires refunds, so therefore page 9 of the 
agreement, they take the language which says ‘‘ Natural in 
computing its cost of service in these proceedings’’ must 
use flowthrough, and they try to say that because we have 
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a past test period and a past effective date that applica- 
tion of Alabama-Tennessee in this case necessarily means 
that there must be flowthrough, and therefore there must 
be refunds. The simple answer to that is that in any rate 
ease there is no necessity that policies be applied all the 
way back to the effective date, and the simplest incident 
to cite is that Alabama-Tennessee itself involved a test 
year ending March 31, 1960, it involved an effective date 
of April 5, 1960, and the Commission applied the policies 
on or after the date it found those policies applicable to 
Alabama-Tennessee. 


Therefore, it seems to me clearly that argument of the 
Staff has no substance whatsoever. 


Now, since the Commission is free under the settlement 
agreement to refuse to require refunds, it is simply sound 
policy that it do so in order to be consistent, in order to 
provide certainty of regulation. 


In addition, I have already stated the principles, which 
I won’t reiterate again, involved in discrimination, the re- 
quirement that the Commission avoid discrimination— 
pages 24 to 29 of Natural’s brief covers that. Pages 29 to 
31 of Natural’s initial brief also cover the requirement 
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to avoid retroactive application of a changed policy. 


Since the agreement doesn’t require refunds, it seems to 
me the case of the staff and the city fall completely at that 
point, and at that point the Commission is left to make a 
free adjudication in line with its own policies. It seems 
to me the Commission at that point has no choice but to 
agree that Natural’s rate proposal, containing terms which 
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have already been found to be just and reasonable in the 
public interest in regard to four to six other companies, 
should be approved in regard to Natural only. 


I will cease now. I will be happy to answer any ques- 
tions at this point, or when I return for my reply. 


ORAL ARGUMENT OF JAMES DANAHER 


Mr. Danaher: If the Commission please, my name is 
J. J. Danaher. I am Special Assistant Corporation Coun- 
sel representing the City of Chicago in the present pro- 
ceeding. 


Some of the concessions made by my opponent, particu- 
larly with reference to the validity of the settlement agree- 
ment, would tend to eliminate some of the controversies in 
this case, because we feel that if there is any vitally im- 
portant issue, it is the contract that was approved by the 


Commission, a contract that was prepared by Natural, 
presented to the City of Chicago with the request that we 
accept it, and subsequently a request on the part of Natu- 
ral that this Commission approve that contract. 
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We had our conference on that contract in Chicago. It 
was very definitely understood, not only orally, between 
the Corporation counsel and myself and the representa- 
tives of Natural that there should be a very definite re- 
fund in the event that the Commission should finally de- 
termine the flowthrough theory. 


Let me just say this, preliminarily. I don’t anticipate 
I will take the full thirty minutes allocated to me by the 
Commission, but if there is any time left—with your per- 
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mission—I would like to have that accrue to the benefit 
of counsel for the Commission. 


Also there was a letter received from the Public Serv- 
ice Commission of Wisconsin, which, with your permis- 
sion, I would like to read at this time. 


“Attention: J. J. Danaher, Special Assistant Corpora- 
tion Counsel, re: Natural Gas Pipeline Company of Ameri- 
ca, FPC. Docket RP61-8. 


“*Dear Sir: 


‘We do not plan to request time for oral argument in 
the above-captioned case. I have sent a letter to Mr. 
Gutride, copy of which is herewith enclosed. We assume 
you will ask for time. If you feel it will be of any assist- 
ance to you at the time of oral argument to refer to what 
is said in the second paragraph of our letter, we would 
have no objection to your doing so.”’ 


3014 
The second paragraph I quote: 


‘‘We have joined in the initial and reply briefs filed by 
the City of Chicago and support its position in this case. 
Our interest in the matter continues, and it is hoped that 
our inability to be present at the oral argument will not 
be considered as showing any lack of concern respecting 
the issues now before the Commission.’’ 


Chairman Swidler: Mr. Danaher, you refer to discus- 
sions in Chicago. Are you relying on any verbal agree- 
ments that are not on the record, or are you relying simply 
on the language of the contract? 
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Mr. Danaher: Well, I am relying on the language of 
the contract, together with a letter that the city received 
in connection with the acceptance of the settlement agree- 
ment by the city, a letter which, incidentally, is a part of 
the record in this case. We are not going beyond the 
record. 


Chairman Swidler: I see. 


Mr. Danaher: Inasmuch as Natural in its brief con- 
cedes the applicability of the policy of Alabama-Tennessee 
to Natural, the city does not intend to argue the merits 
or refer to the controversies involved in the issue of flow- 
through for normalization. The Commission is faced with 
an issue in this proceeding that goes beyond the instant 
case, and involves the responsibility of a utility to comply 
with its own agreement in any proceeding in which that 
issue is involved, particularly 
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where that agreement has been approved by the Commis- 
sion at the request of the utility. 


There is no basic legal question involved because the 
agreement has been admitted by the utility. The terms 
are those of the utility without coercion or restraint. It 
was a free and voluntary act of the utility from its incep- 
tion to its final approval by the Commission. 


Under these circumstances, it is difficult to understand 
how there could be any legal defense to carrying out the 
terms of the agreement by the utility. As a matter of fact, 
there is no bona fide basis for its failure to do so. It can’t 
face the responsibility of complying with its agreement, 
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so it creates a foreign issue, not germane in even the re- 
motest degree with the issues in this proceeding. It pre- 
sents a so-called settlement proposal which would result in 
a complete abrogation of its agreement, and which per- 
mits it to retain some thirty million dollars that it would 
be compelled to refund the gas consumers if the terms of 
its agreement were carried out. 


It is certainly worth the effort, so far as Natural is con- 
cerned, but how does the basic purpose of the Natural Gas 
Act ,the protection of the public, fare in this so-called set- 
tlement? This phase of the proposal was never given a 
thought by Natural, but we are confident the Commission 
will give some very serious consideration to this fact 
before 
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arriving at its final decision. 


What is the defense advanced by Natural to avoid the 
consequences of its agreement? It is a weak effort through 
a use of words to inject into the terms of the agreement an 
interpretation that serves Natural’s purpose and leaves 
the agreement nothing but a blank sheet of paper insofar 
as its ultimate objective is concerned. 


To illustrate the point, we quote from paragraph B of 
the Commission’s order in Opinion 367 which approved 
the agreement: 


‘‘The settlement of the proceeding in Docket No. RP61-8 
as set forth in Natural’s proposed settlement agreement is 
hereby approved and made effective subject to the terms 
and conditions hereinafter ordered’’, and I now quote 
from Section 4 of paragraph 2 of the agreement: 
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“*In the event it shall be determined in these proceedings 
by a valid and final order of the Commission that Natural, 
in computing its cost of service in these proceedings, must 
utilize the above-mentioned flowthrough method of tax 
computation, Natural subject to its right to seek judicial 
review thereof shall make such further refunds, with in- 
terest at seven per rent per annum, from the 20th day of 
each month in which each excess payment was collected to 
the date Natural refunds such excess payment that shall 
result in the reduction, if any, in the level of any of the 
rates 
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contained in the FPC rate schedule that may be required 
by the Commission at the time of such orders, provided, 
however, that Natural’s obligation to make a refund here- 
under shall not become effective unless and until the ag- 
eregate sum refundable under paragraph 2 shall be equal 
to $100,000.’’ 


A non-biased reading of these sections would make it 
appear the application to Natural to make these refunds 
is clear and unconditional. 


It is the City’s contention, based on the agreement: 

First, that the rates of Natural be reduced in the test 
year in the amount of $8,588,986 prospectively from the 
effective date of the Commission’s order in this pro- 
ceeding. 


Second, that Natural refund approximately $30 million 
with interest at seven per cent, which represents amounts 
collected from and after March 1, 1961. 


The City contends that these consequences flow from the 
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terms of Natural’s settlement agreement and the order 
of the Commission confirming the agreement. Natural 
says that the Commission has the authority, despite the 
language of the agreement, to make these consequences 
different. Natural urges the Commission to in effect 
change the settlement agreement. It is significant that 
Natural does not directly contend that the reductions in 
prospective rates do not automatically flow from the Com- 
mission decision to adopt flowthrough. It is estimated that 
the rates of Natural will be 
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reduced approximately $8 million under flowthrough. It 
should be pointed out that this reduction will go a long 
way toward alleviating the serious competitive situation 
advanced by Natural and covered by the Commission’s 
order in Natural Gas Pipeline Opinion 367, Docket RP61-8. 

Natural asks the Commission not to order the refund 
of $30 million, and goes further by asking the Commission 
for its approval of Natural’s rate reduction proposal filed 
May 19, 1964. 


Now, in more or less direct response to your inquiry, 
Mr. Chairman, when this agreement was submitted to the 
City of Chicago it was accompanied by a letter, which is 
a part of the record in this case, from the law firm of 
Ross, McGowan, Hardy and O’Keefe, dated May 10, 1962, 
and signed by one of the members of the firm. 


I will read the full letter if there is any objection, but 
I had in mind referring to only the third paragraph of 
the letter. 


“Natural also agrees to go to trial before the FPC on 
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two issues, and if it loses on either to make additional re- 
funds and rate reductions’’—and that is underscored by 
counsel, the writer of the letter, not by the City—‘‘over 
and above the unconditional ones mentioned above. As 
you will recall, one of these issues which will go to trial, 
the normalization 
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of taxes, is going to trial at your request.’’ 


So when we had that agreement up for consideration 
and had agreed upon its terms, at the solicitation of Nat- 
ural, counsel reconfirmed it. We really intended, all par- 
ties did, as far as we are concerned, that a refund take 
place in the event flowthrough was confirmed, and there 
isn’t any serious question about it, and it hasn’t been ar- 
gued that there was any different representation to us. 


We have got a legal contract here, and we have ex- 
pressed the opinion that it is binding and effective on 
Natural, and we have a right to rely on it. 


Chairman Swidler: This is a letter dated May 10, ’62? 
Mr. Danaher: That is right. 


Chairman Swidler: Is this Appendix A to your reply 
brief—is that the letter? 


Mr. Danaher: Yes, that is right. 


Natural contends that if the refunds are ordered, the 
Commission would be applying Alabama-Tennessee retro- 
actively to Natural. It takes no extensive argument to 
show that the test year governing the fixing of rates that 
have been suspended is always prior to the date of the 
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Commission’s order determining rates that have been held 
to be excessive and subject to refund, and it must neces- 
sarily be retroactive if the refund provided by the sus- 
pension order is to become effective. 
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Natural selected the test period in this proceeding, the 
year of 1960, but in effect would now change it to 1965 in 
order to avoid its obligation under the agreement with 
a consequent $30 million dollar windfall accruing to it as 
a result of such change. When the Commission directs 
refunds for the period during which excessive rates were 
paid by the public, it is merely conforming to precedents 
long established by its regulations and policies. 


Natural also argues the application of the so-called 
retroactive period would be discriminatory, and therefore 
unlawful. It cites cases heard by the courts as well as 
Commission orders. An analysis of these citations will 
show that not a single one supports Natural’s contention. 
There is no similarity of facts referred to by Natural in 
the cases cited that are present in the instant case. Actu- 
ally, they are entirely different, as I shall show. 


Natural cites the opinions of the Commission in three 
cases, Opinions 363, 366 and 379. The fact is that in the 
orders entered by it in Michigan Wisconsin Opinion 363 
and the El Paso case, Opinion 366—both of which orders 
were entered prior to the date of the approval of the 
Natural agreement, namely, October 9, 1962—and the or- 
der entered by the Commission in Southern Natural Opin- 
ion No. 379 entered October 25, 1962, mention was spe- 
cifically made of the pending Alabama-Tennessee case with 
reference to the issue of liberalized 
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depreciation. It should be noted that the orders entered 
in the two previous cases, Michigan Wisconsin and El 
Paso, predated the order entered in the Natural case ap- 
proving the settlement, and that the Southern Natural case 
was entered on a subsequent date. 


Why did the Commission in the three cases referred to 
specifically mention Alabama-Tennessee, whereas in the 
order approving the settlement agreement in this case no 
reference whatever was made to the Alabama-Tennessee 
proceeding or the effect upon the reserve fund created by 
Natural under the accelerated depreciation order? 


We believe the reason for the Commission not doing so 
is that the disposition of the issue in the case of Natural 
was definite and certain by reason of the settlement agree- 
ment. No reference to Alabama-Tennessee was necessary. 


In a final effort to justify its position, Natural has 
raised the claim of entrapment. Websters defines ‘‘en- 
trapment”’ ‘‘to catch as in a trap’’. It is extremely diffi- 
cult to concede how anyone could catch Natural in a trap, 
particularly when the basis of the claimed entrapment is 
a document prepared by it, accepted by the City at Nat- 
ural’s request, and sponsored before the Commission for 
approval as a basis for settlement. Natural does not clear- 
ly define how this theory of entrapment affects its con- 
tractual obligation, and therefore provides no basis for 
a reply by the City on this contention. 
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We simply have to leave that issue suspended in the 
air where Natural left it in its brief. 
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I would just like to add a few things extemporaneously, 
and that is that we are most sincere in our contentions 
with reference to this agreement or contract. I think upon 
due reflection the Commission will come to the conclusion 
that here you have an order on a quasi judicial basis, a 
little bit beyond the ordinary run of orders of the Com- 
mission, and that is a binding and effective agreement up- 
on which the city had every right to rely. 


Natural refers to a footnote. I think we will all agree 
that you can’t abrogate a contract, a valid agreement, by 
a footnote, and particularly you can’t abrogate an agree- 
ment where one of the parties to the agreement was not a 
party to the proceeding in which the footnote appeared, 
were never given a hearing, were never advised of the at- 
titude, and were never given its day in court. 


So if, as counsel says, the sole issue in the case is the 
agreement which we entered into with all good faith, and 
we have sustained our position throughout, then there 
seems to be no other conclusion—if you are going to con- 
fine yourself to the four corners of that instrument, which 
submit we have agreed we should do, then there is no al- 
ternative but for Natural to comply with the terms of the 
contract and refund to us the monies due us if, as and 
when the Alabama- 
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Tennessee case is confirmed. 


So we submit under the record in this proceeding the 
Commission should determine (1) that the flowthrough is 
the proper rate treatment of liberalized depreciation, and, 
(2) Natural should be required to make refunds in con- 
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formance with its agreement and Commission Opinion 367 
for the period commencing March 1, 1961, and to make 
proper tariff filings reflecting rate reductions as pro- 
vided in the agreement. 


Chairman Swidler: Do you attach any significance to 
the fact that Alabama-Tennessee was not made retroactive 
with respect to that particular company, or any other com- 
pany? 


Mr. Danaher: You mean as it is applied to our present 


case? 
Chairman Swidler: Yes. 
Mr. Danaher: Well, the difference, of course, is— 


Chairman Swidler: That is, wouldn’t your case be 
different if Alabama-Tennessee had, itself, been made ret- 
roactive? Then, of course, you would have a solid founda- 
tion for asking that it be made retroactive here, but what 
importance do you attach to the fact that as a matter of 
policy the Commission determined in Alabama-Tennessee 
not to make that rule retrospective? 


Mr. Danaher: Well, of course, our position here is that 
the difference hetween Alabama and the present Natural 
ease is the contract. You can’t circumvent that, as I 
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see it, no matter how you apply any of the citations named 
in Natural’s brief, and there has been no argument ad- 
vaneed to you today as to why that agreement should be 
abrogated. It is a binding and effective contract between 
us. Natural doesn’t contend that this Commission has a 
right to abrogate the contract. On the contrary, it said, 
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As your next step, if it is a binding agreement, there is 
no alternative but to carry it out as we see it. 

Chairman Swidler: But doesn’t the agreement mean 
that the company is willing to take the same shake as 
everyone else? 


Mr. Danaher: No, because if you do that, Mr. Chair- 
man, you are getting into the realm of the abrogation of 
a valid, legal, binding contract. 


Thank you. 

Chairman Swidler: Thank you, Mr. Danaher. 
Northern Indiana Public Service Company? 
The Clerk: They cancelled out. 

Chairman Swidler: Very good, then the staff. 


ORAL ARGUMENT OF EDMUND M. SCIULLO 


Mr. Sciullo: If it pleases this honorable Commission, 
my name is Edmund M. Scullio. I am Staff Counsel in this 
proceeding, and ever since this hearing closed in the nego- 
tiations leading to the settlement agreement which really 
was consummated in mid-May, and formalized into the 
record 
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of this proceeding on June 21, 1962. 


While it appears that we are no longer in glancing col- 
lision with Natural, we are on a collision course, so to 
speak, at this juncture, and that is as it should be. This, 
I submit, is a Section 4 proceeding, and the agreement 
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should be regarded with that important fact and back- 
ground. 


In Article I, on page 2954 of the transcript, the state- 
ment is, ‘‘The increased rates that are the subject of 
these proceedings were made effective on March 1, 1961, 
subject to corporate undertakings to make such refunds 
as the Commission might validly order, by motion filed 
January 27, 1961, by Natural Gas Pipeline Company of 
America (Natural), pursuant to Section 4(e) of the Nat- 
ural Gas Act. None of such rates have been superseded by 
subsequent filings, so that they are ‘forward looking 
rates’.’’ 


I think that it is very important to keep this language 
and the nature of the Section 4 proceeding before us as 
we look into this agreement, particularly that portion of 
the agreement, Section + (2) which relates to the issue of 


liberalized depreciation. 


Now, we are in agreement that the liberalized deprecia- 
tion issue reserved herein—which may be found on 2960 
to 2962 of the transcript—we are agreed that it is a two- 
pronged issue, one of which is whether or not normalization 
or flowthrough is a proper rate treatment of liberalized 
depreciation 
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in this proceeding, and, (2) whether or not refunds are 
required by this Commission under the language of this 
agreement, and particularly this Section 4(2). 


We may not agree as to what the answer is, and I sub- 
mit that in view of the fact that Natural has shown fit to 
make its acceptance of the doctrine of flowthrough versus 
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normalization contingent upon the Commission’s acceptance 
of its rate reduction proposal, the staff will present for 
this Commission in this argument the following: 


Based upon the record in this case, based upon the tes- 
timony of the City of Chicago, based upon Natural’s own 
witnesses, based upon the record of Natural as evidenced 
by the certificate filings in the past ten years and even 
since the date of this agreement, Natural meets the cri- 
teria and the rational established in Opinion 417 in the 
Alabama-Tennessee case for the application of flow- 
through in this proceeding, and this is further impor- 
tant because in the first paragraph of Section 4(2) it is 
required that the determination of this issue be made in 
this proceeding. 


Consequently, I do not think we can afford to let it stay 
in the limbo position as advocated by Natural in its brief 
and in its argument. 

I submit that Natural, because it is a growing and ex- 
panding company, fully meets the criteria requisite for the 
application of flowthrough as established in Opinion 417, 
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and the record of this case and the filings of which this 
Commission may take judicial or official notice will justify 
that and support this. 


Chairman Swidler: The company doesn’t take issue 
with that, does it? 


Mr. Sciullo: Well, it says it will not argue it if the 
Commission accepts its contingent rate reduction. 


However, the big question here is whether or not re- 
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funds are required under Section 4(2) for the test period 
involved or, as is commonly referred to in a Section 4 pro- 
ceeding, the refund period which commences with the date 
that the rates are first collected subject to refund, and by 
the words of this order to the date of final and valid Com- 
mission order. 


Now, staff relies heavily on the language of this agree- 
ment, However, it should be pointed out that this agree- 
ment and the language therein must be interpreted in the 
light of the circumstances as they existed in May and 
June of 1962. What the circumstances may have been at 
a subsequent date, on February 3, 1964the date of the 
Alabama-Tennessee opinion, 417—or what they may be 
today have no relevancy whatsoever to what these words 
mean. 


They must be decided (1) in the context of Section 4 
and (2) at the time that the agreement was entered into 
between the parties, which staff submits you take either 
as May 15 or June 21, or some date in early May. 
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Now, in support of its position, Staff would, at the risk 
of being somewhat repetitious of my colleague from Chi- 
cago’s argument, point out the first paragraph of Sec- 
tion 4(2): 


‘“‘The question of whether Natural, in computing its 
cost of service for rate purposes, should compute its Fed- 
eral income tax allowance by normalizing such taxes to 
eliminate the effect of Section 167 of the Federal Internal 
Revenue Code which relates to accelerated or liberalized 
depreciation or by using the principle of flowthrough of 
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the tax effect of the use of such accelerated depreciation 
deductions for tax purposes as proposed and defined by 
the City of Chicago in these proceedings rather than the 
normalization method shall be determined by an adjudica- 
tion by the Commission in these proceedings, and this shall 
not be determinative by approval of the settlement pro- 
posed hereunder.’’ 


Now, Staff Counsel submits that we must recognize that 
the cost of service agreed to and used in this case was 
based, insofar as liberalized depreciation is concerned, up- 
on the use of normalization, and that the cost of service 
under that treatment was accordingly inflated, as is evi- 
dent from a reading of the provisions of paragraph 4 of 
this Section 4(2). 


Now, they were not talking about just any cost of 
service, they weren’t talking about cost of service in a 
vacuum, or a test year in a vacuum. This was a Section 
+ proceeding 
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being treated by expert partisans, each concerned with his 
own interest, and they fully knew what a Section 4 pro- 
ceeding is for. They fully knew that this item of cost, like 
any other item of cost—unless it is stipulated away—is 
subject to refunds. 


I will not go into the second paragraph, which is essen- 
tially procedural. 


The further affirmation is contained in the next para- 
graph. It says: ‘‘In the event it shall be determined in 
these proceedings by a valid and final order of the Com- 
mission that Natural in computing its cost of service in 
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these proceedings must utilize the above-mentioned flow- 
through method of tax computation, Natural, subject to its 
right to seek judicial review thereof shall make such fur- 
ther refunds with interest at seven per cent per annum 
from the 20th day of each month in which each excess pay- 
ment was collected’’—this refers to the actual collection, 
in the past tense, of certain monies which were the sub- 
ject and intended to be the subject of the refund contem- 
plated in this proceedings—‘‘to the date Natural refunds 
such excess payment as usual result from the reduction, 
if any, in the level of any of the rates contained in its 
FPC rate schedules that may be required by the Commis- 
sion at the time of such order.’’ 


Now, gentlemen, there can be no doubt this language 
would be entirely meaningless, it would be entirely mean- 
ingless. 
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if refunds for this period were not contemplated. There 
would be no point to this language, and only a strained 
interpretation—and one which staff feels Natural belatedly 
assumed—can deny the refunds which are required here. 
It is true that the language relates to a possibility, but 
the only possibility is whether or not this Commission de- 
termined flow-through, or determined normalization. If 
the condition is met and flow-through is determined, the 
refunds must follow as the night the day in this case. 
This is staff’s position. 


In the fourth paragraph of Article IV (2), further con- 
firmation is had of this interpretation: 


“It is agreed that the difference between the deprecia- 
tion deduction used in computing the Federal income tax 
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allowance by use of the above-mentioned normalization 
method which is included in the cost of service of $137,- 
014,823, and the depreciation deduction for such tax allow- 
ance purposes relative to such cost of service which would 
have resulted from the use of the above-mentioned flow- 
through method is $7,928,320. 


Was this an exercise in futility—the specification of the 
quantum of the amount involved? 


Then it says ‘‘Any refund and/or rate reduction made 
by reason of this Section IV (2) shall be made as de- 
scribed in the last paragraph of Section IV (1) above.’’ 


The fact of the word ‘‘any’’, the fact of the words 
‘‘and/or rate reductions’’ is made capital of by counsel 
for Natural. 
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It is submitted if you look at a thousand agreements where 
you have such an issue reserved you will find this lan- 
guage, and it is entirely consistent in comparable cases 
that this language be kept general so long as there is a 
contingency such as we have here. 


Furthermore, no one could presage exactly the nature 
of the ultimate decision, but this language has to be de- 
cided as of the date the parties are sitting down around 
the table. This is their bargain, their agreement. 


Thus Staff Counsel says the language doesn’t need pa- 
role evidence, it doesn’t need extraneous memorandums, 
it doesn’t even need the letter of May 10, 1962, from Nat- 
ural to the City of Chicago to support its clarity and its 
meaning and its obligatory effect. 


336 


(3032) 


Now, Staff further contends and at this point Staff 
wants it known that it understands what Natural’s posi- 
tion is here. Natural has to strain on the meaning of the 
language in the agreement. Natural has to ignore the 
import of this very same Commission when it approved 
this agreement, recognizing the existence—if nothing 
more—of the refund, but approving the agreement in ac- 
cordance with its terms. 


Natural makes the statement that that is all well and 
good, the agreement doesn’t really mean that and, anyway, 
when this Commission on February 3, 1964 decided the 
policy on liberalized depreciation and that it should be 
flow-through, 

3032 


it said it ‘‘shall be of prospective effect”’ in the Alabama- 
Tennessee case, Opinion 417, and it added a footnote and 
listed four other companies—American-Louisiana, Michi- 


gan Wisconsin, Opinion 360, El Paso Natural Gas Opin- 
ion No. 363, and Opinion No. 379, Southern Natural Gas 
Company—and a tail was added to that just by way of 
passing, out of context with the chronological order of the 
three cases Natural Gas Pipeline Company was added in. 


Why or how, I don’t know, but all you have to do is 
read the language to which that footnote relates, and you 
kmow that that inclusion of Natural was inadvertent un- 
less you justify its inclusion on the only common denomi- 
nator, namely, the existence of a liberalized depreciation 
issue. You know it could not have applied in terms of 
effect, because the language in that case, page 2, reads 
as follows: 


“‘The same issue was also deferred in a number of Com- 
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mission orders prescribing future rates for other natural 
gas companies conditioned on the decision in this case, 
Footnote 3.’’ 


The same issue was deferred in a number of Commis- 
sion orders. Now, let’s take a look at this. In Alabama- 
Tennessee, Docket G-5471, et al, on June 13, 1960, the 
Commission issued an opinion, and in that opinion by 
specific stipulation it provided for the prospective effect: 
“It should be noted that in the refund ordered herein and 
the rates prescribed we have based our treatment of these 
two issues upon certain prior Commission 
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rulings which we are now re-examining. We approved the 
instant determination for the past periods involved and 
the interim until we reach a decision in these issues after 
a further argument because any change in Commission 


policy would not be made retrospectively. Any change in 
Commission policy on these issues will be applicable to the 
Alabama-Tennessee rates herein prescribed from and after 
the date of such decision.’’ 


When the Commission issued Opinion 367, if Your 
Honors please, it certainly must have recognized that this 
was a different case, otherwise why wouldn’t it have been 
incumbent upon it in the light of this, if this was regarded 
as a comparable situation to Natural Gas Pipe, 61-8, when 
this agreement came up for consideration by the Com- 
mission why would it have not done one of two things— 
one, say we can’t approve this agreement or, two, if we 
do, we must condition it this way. 


I submit the Commission knew this was different and 
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gave it effect in this opinion realizing there was but one 
issue to be determined, flow-through versus normalization. 


Let’s take the next case, Opinion 363 in the American 
Louisiana-Michigan Wisconsin case. This came out on 
September 17, 1962, a scant 35 days before October 25, 
1962, when Opinion No. 367 in this docket was issued, and 
it says, to quote just a portion: ‘‘Likewise in this case 
we shall with respect to liberalized depreciation permit 
the treatment 
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heretofore accorded such deferred tax accruals in the 
Northern Natural Opinion for the past periods involved 
and the interim deferring final decision thereon until we 
reach a decision in the Alabama-Tennessee case.’? This 
was September 17, 1962. 


Then came the El Paso case on October 19, a scant six 
days before this same Commission issued its Opinion 367, 
October 19, 1962, Opinion 366, wherein the reference was 
not made specific, it is true, to the Alabama-Tennessee 
case, but the language of that opinion stated: 


“The rates required to be filed herein are specifically 
subject to such further adjustments as may be required 
as a result of a final decision on the treatment of deferred 
Federal income taxes, but only from and after the date 
of such decision or a later date, if specified by the Com- 
mission therein.”’ 


I submit that when Opinion 367 was issued, and when 
this Commission didn’t either disapprove the agreement 
or condition it as it did in these other cases a few days 
before, that this Commission knew and this Commission 
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understood that this was a different case. Here was a case 
not the synthesis of administrative fiat and decision as it 
was in that case. This was an agreement of the parties, a 
bargain, the integrity of which it knew had to be respected, 
and accordingly it did not cireumscribe the change in poli- 
ey provided in that agreement to be prospective. It un- 
derstood 
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the language of the parties as of the time they entered 
into the agreement that this was what they intended—ex- 
perts, partisans they may be, but experts with a Section 
4 proceeding knowing that is what they had in mind. 


Gentlemen, Opinion 417, on page 2, goes on to state, 
“In thus reserving this issue we uniformly provided that 
any changed poliey which might be formulated in this 
proceeding would have only a prospective effect on the 


rates and charges of the individual pipelines concerned.’’ 


This is like a round peg fitting in a square hole if you 
try to get Natural Gas Pipeline’s posture into this lan- 
guage. It doesn’t belong. Now, whether we call it an in- 
advertence, or whether we call it an error isn’t important, 
because it is what it is. Staff Counsel submits that there 
isn’t a thing that could have been done in Opinion 417 to 
violate, alter or abrogate the agreement of the parties in 
May or June of 1962, and any attempt to do so would be a 
violation of everything for which this Commission stands, 
and the importance in the future of the settlement pro- 
cedure. 


I would like, in order to point out further the thesis that 
the refunds are required— 
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Chairman Swidler: You know your time has expired? 
Mr. Sciullo: Oh, I am sorry. 


Chairman Swidler: You may have a couple of minutes 
to wind up, if you want. 
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Mr. Sceiullo: Thank you. 


If the Commission would look at Section 4(1) of this 
agreement, which covers pages 2958 to 2960—and I am not 
going to read that agreement—this language is identical 
with the language in Section 4(2). Is there anyone here 
that can state that it was intended, in the light of the 
treatment of this particular issue, the consolidated effec- 
tive tax issue, in the light of the treatment in the Cities 
Service case that refunds were not intended under this 
language in this case at a time when the Commission had 
specified, regardless of the result of the Cities Service 
case, this is an order to aid and to give meaning to ascribe 
the proper intent to the language here. This is the very 
same language, and I don’t think that anyone will state 
that refunds for the test period were not contemplated 
under that section. 


In summary, if Your Honors please, I submit that in the 
case of Texas Eastern Transmission Corporation versus 
the FPC decided July 19, 1962, 306 Fed. 2d 345, pages 346 
to 348, and I am going to read at random and interim, it 
would be too long for me to read the entire thing, but I 
respectfully invite your attention to that case and to the 
language of that case as being particularly analogous and 
applicable to this situation when the court states there, 


341 


(3036) 


‘““The case boils down to one simply stated of what did the 
parties mean. 
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We must recognize, of course, that here as in every situ- 
ation of contract interpretation the court must put itself 
in the position of the parties. That means that we must 
read the agreement in the setting of the Natural Gas Act. 
This includes the relative rights and duties of parties to 
the underlying transactions and the nature and scope of 
the controversies out of which this hoped-for solution 
came into being, for Commission approved voluntary set- 
tlements are an important and desirable mechanism as the 
Commission undertakes the staggering burden of dealing 
with its ceaseless flow of more complicated problems, and 
the one sure way to discourage voluntary settlements is 
for the Commission at the behest of one party or another 
to read into contracts things which are simply not ex- 
pressed or not there out of the thoroughly commendable 
feeling that unless that is done the result is not as good 
as it ought to have been.”’ 


Consequently, both in its substantive provisions and in 
the terminology sought to memorialize the undertaking 
the parties ought to be able to accept the contract as draft- 
ed, executed and approved. It should stand for what it 
says. 


Thank you. 
Chairman Swidler: Thank you. 
Mr. Brackett. 
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REBUTTAL ARGUMENT OF 
WILLIAM W. BRACKETT 


Mr. Brackett: Staff Counsel, gentlemen, closes on @ 
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note with which we are heartily in agreement. The ques- 
tion becomes what does the contract say and what does it 
mean. 


I personally regret the fact that we have a difficulty in 
interpretation of language in which we all participated. 
I can state firsthand what the intention of the drafter was, 
but that isn’t going to do much good at this point. I would 
simply say that at no point did I ever believe, or did my 
firm believe that this was an absolute binding obligation 
to make refunds. We at no time thought it was a binding 
obligation to make refunds, either, and it is certainly 
quite clear that scattered throughout the settlement agree- 
ment is language which clearly shows that refunds would 
be possible. The figure of seven million, plus, was put in 
there to calculate refunds if ordered. The procedure for 
passing refunds on was calculated, if ordered. 


Chairman Swidler: Under your interpretation, under 
what circumtances might refunds be ordered? What con- 
tingency was it designed to cover? 


Mr. Brackett: The contingency that the Commission 
would decide in these proceedings that flow-through was 
the proper policy, that it would apply that policy to Nat- 
ural in these proceedings as of the years 1961, 1962, 1963 
and 1964. 


Chairman Swidler: But now you say we can’t do that? 
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Mr. Brackett: Now the Commission has decided upon a 
3039 


different policy, based upon the bellweather case in the 
industry, based upon the principles of discrimination. The 
Commission has crossed the bridge, it seems to me, on 
that policy and based on very sound principles of equity. 


Commissioner O’Connor: If Alabama-Tennessee, which 
also covered prior years, were made retroactive then un- 
der the terms of this settlement it is your point it would 
be made retroactive for Natural? 


Mr. Brackett: Yes, sir, had it been validly made in 
that way and upheld in that way, then we would have that 
situation. I think that was the import of the Chairman’s 
question earlier, and I think that is precisely correct. 


Commissioner Black: Maybe you mentioned before, but 
what significance do you attach to the fact that there was 
no mention whatever made in our order of the Alabama- 
Tennessee case? Is that of any significance to you? 


Mr. Brackett: I think it is not of any significance for 
this reason. Opinion 360, which reserved Alabama-Ten- 
nessee’s decision until 417, Opinion 363, American Louisi- 
ana and Michigan Wisconsin, Opinion 366 for El Paso and 
369 for Southern Natural all did this. 


The reason was that those decisions were not dealing 
with a prior settlement agreement, so those decisions 
themselves had to reserve this issue, and it reserved the 
issue in the framework of the Commission’s policy, itself, 
and prospective 
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application. 367, Natural’s applications, was dealing with 
a settlement agreement, unlike those cases, so it simply 
said reserving the terms in accordance with the settlement 
agreement. It had no necessity to spell out the terms, and 
therefore we are thrown back again to what does the set- 
tlement agreement say and mean. 


Commissioner Black: Are you going to address your- 
self to the significance of this letter of May 10? 


Mr. Brackett: Yes, and I will do it right now. 


The letter was prepared, as is obviously on its face, for 
transmittal to the Corporation Counsel of the City of Chi- 
cago, who was not present at the settlement agreements. 
He was represented by the Assistant Corporation Counsel. 
It states in the third paragraph on page 1, in an attempt 
to explain and amplify on the settlement agreement, that 
Natural agrees if it loses on these issues to make addi- 
tional refunds and rate reductions over and above the un- 
conditional ones mentioned above. 


Now, the unconditional ones mentioned above in the sec- 
ond paragraph relate to suppliers’ refunds and to refund 
of the Texas dedicated reserve tax if found to be invalid. 
Those are unconditional. In all respects, if those two 
things happen, if the supplier refund comes through and 
the Texas tax is held invalid we would pass them back, 
and we have. 
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The third paragraph, however, relates to the conditional 
refunds, conditional on two things, two aspects really of 
the same thing, on the Commission deciding the flow- 
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through is valuable, and the Commission deciding the flow- 
through is valuable as of the years involved in these pro- 
ceedings, 1961, ’62, 63 and ’64. 


The Commission in Alabama-Tennessee did the former 
but not the latter. In this rate reduction proposal we are 
saying we will accept the former if we get the same treat- 
ment as the other companies in the industry as to the 
latter point, point of timing. That, it seems to me, is the 
language and the significance of this letter. 


As far as the conferences which surrounded the writing 
of the letter, I was present at each one, and in my mind 
and in the representations we made this was precisely the 
issue. Now, it was not gone into in this detail, and if the 
understandings were different, that is regrettable. 


Our relationships with the City of Chicago both per- 
sonally and officially have always been good, but we are 
dealing with a contract, and we are bound by the terms 
of that contract, and I would submit that upon reading of 
the contract and close analysis—which I do not apologize 
for—it seems to me a lawyer-like reading of contract lan- 
guage is not technicalities and is not haggling— 


Commissioner Black: You don’t make an argument 
then that 
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the parole evidence rule, or the like, would simply permit 
consideration of the letter. 


Mr. Brackett: I don’t think that is a necessity. The 
letter I think speaks for itself and is fully compatible with 
the agreement. 
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Now, we have had a lot of dwelling on the footnote in 
Alabama-Tennessee. It seems to me that the significance 
of that is simply that the Commission has never had any 
thought of applying a retroactive policy in this respect to 
anybody on sound principles of equity, and anybody in- 
cludes Natural, and that it seems to me is the significance. 
We are still back in the area of can the Commission make 
the kind of decision it wishes, is it free to be consistent. 
We submit it is, our opponents submit it is not. 


Now, in the language of the settlement agreement which 
has been quoted, we have had a good deal of dwelling upon 
the third paragraph— 


Chairman Swidler: Of course, it is obvious in this foot- 
note we weren’t focusing on this particular controversy, 
and the parties did not argue this particular issue and the 
City of Chicago was not represented, so certainly the foot- 
note can’t be treated as a disposition of this question. 


Mr. Brackett: And our brief states that it can’t be a 
disposition of the question. It is simply an indication of 
Commission policy, another rather specific indication in 
regard 


3043 
to not making this policy retroactive. 


Now, it seems perfectly clear that the language that is 
quoted in the third paragraph, which refers to rate reduc- 
tions and refunds, if any, as shall be ordered by the Com- 
mission, is perfectly dispositive of the whole issue of what 
the settlement agreement means and says, and I think 
that there is really no need to belabor that point any fur- 
ther. The refunds which are referred to there and the 
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means for calculation are simply those that the Commis- 
sion shall order, and it seems to me the Commission has 
now developed a policy so that it will not order refunds. 


I think that is the essence of the case. I would state most 
sincerely that the kind of disposition of this case which 
would focus upon what I think would be a strained inter- 
pretation of the language of the contract, in order to find 
a requirement of refunds, would be the type of strained 
interpretation that the Texas Eastern case in 306 was re- 
ferring to, and the last thought I will leave is it is only if 
the settlement agreement, that contract, requires the Com- 
mission to make refunds—whether it wishes to or not and 
whether or not that is consistent with its policy—it is only 
if that settlement makes that requirement that refunds 
should or can be ordered in this proceeding. 


Chairman Swidler: That concludes the argument. 


(Whereupon, at 11:23 a.m., the oral argument was 
concluded.) 
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Exhibit No. 19—Example Showing Effect of Normaliza- 


tion for Accelerated Depreciation Under Section 167 of the 
Internal Revenue Code. 


Exhibit No. 19 
Witness Van Scoyoc 


Berore THE 
FEDERAL POWER COMMISSION 
Docket No. RP61-8 


Naturat Gas Prretrxe Company oF AMERICA 


EXAMPLE SHOWING EFFECT OF 
NORMALIZATION FOR ACCELERATED 
DEPRECIATION UNDER SECTION 167 OF THE 
INTERNAL REVENUE CODE 


Van Scoroc & Wiskup 
Public Utility Consultants 
1009 Nineteenth Street, N.W. 
Washington 6, D. C. 
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Exhibit No. 20—Effect of Tax Deductions for Accel- 
erated Depreciation, Interest and Annual Depreciation on 
Annual Investment Cost to Ratepayer Based on Continu- 
ous Additions. 

Exhibit No. 20 
Witness Van Seoyoe 


BerorE THE 
FEDERAL POWER COMMISSION 
Docket No. RP61-8 


NaturaL Gas Prpetine CoMPANY OF AMERICA 


EFFECT OF TAX DEDUCTIONS FOR 
ACCELERATED DEPRECIATION. INTEREST AND 
ANNUAL DEPRECIATION ON ANNUAL 
INVESTMENT COST TO RATEPAYER 
BASED ON CONTINUOUS ADDITIONS 


Van Scoyoc & Wiskup 
Public Utility Consultants 
1009 Nineteenth Street, N.W. 
Washington 6, D. C. 
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Exhibit No. 21—Comparison of Results of Alternative 
Treatments of Accelerated Depreciation. 


Exhibit No, 21 
Witness Van Seoyoe 


Berore THE 
FEDERAL POWER COMMISSION 
Docket No. RPG1-8 


Naturau Gas PIPELINE CoMPANY OF AMERICA 


COMPARISON OF RESULTS OF 
ALTERNATE TREATMENTS OF 
ACCELERATED DEPRECIATION 


Vax Scoroc & Wiskvup 
Public Utility Consultants 
1009 Nineteenth Street, N.W. 
Washington 6, D. C. 
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COMPARISON OF RESULTS OF 
ALTERNATE TREATMENTS OF 
ACCELERATED DEPRECIATION 


Accelerated 
Line Depreciation 
No. Description Cotion Not Taken Income Tax Method 


1 Operating Revenues $140,000, 000 $140, 000, 000 
Revenue Deductions 

Operating ixpenses 75,000,000 75,000,000 

Depreciation 20,000,000 20,000,000 


Taxes Other Than Income 


Taxes 9000, 000 5,000, 000 


Subtotal $100, 000,000 $100, 000, 900 


Operating Income Before 
Federal Income Tax 3 40,000,000 % 40,000,000 


Federal Income Tax 15,600,000 11,440,000 

Return $ 2%,400,000 $ 28,560, 000 

Rate Base $406, 667, 000 $406, 667, 000 

Rate of Return 6.003 7.025 
TAX CALCULATION 


Operating Income Before 
Federal Inc.me Tax $ 40,000,000 40,000,000 


less: 
Interest on Debt 10,000,000 10,000,000 


Difference between Straight Line 
and Accelerated Depreciation - 


Taxable Income $ 30,000,000 $ 22,000,000 
Tax at 529 $ 15,6C0,000 $ 12,440,000 


Saving in Income Tex Availeble for 
Reduction of Gross Revenue (Col. 2-Col. 4) 
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BEST COPY AVAILABLE 


from the original bound volume 


$131, 333, 334} 


Opinion No. 367, Opinion and Order, RP61-8, issued Oc- 
tober 25, 1962. 


United States of America 
FEDERAL POWER COMMISSION 
Before Commissioners: Joseph C. Swidler, Chairman; 
Howard Morgan, L. J. O’Connor, Jr., Charles R. 
Ross, and Harold C. Woodward. 


Natural Gas Pipeline Company 


i ‘ket No, RP61-8 
of America Docket No, RP61 


Orrxiox No. 367 
OPINION AND ORDER 
(Issued October 25, 1962) 


By the Commission: 

Natural Gas Pipeline Company of America. its custo- 
mers, the City of Chicago, the Wisconsin Publie Service 
Commission, and the staff have agreed upon a rate settle- 
ment) and have submitted it for our approval. The 
settlement arises out of a § 4(e) proceeding and was 
negotiated after a full hearing but before briefs were 
submitted to the Examiner. It reduces Natural’s annual 
increment in rates above those established by previous 
settlements“) from a proposed $12,600,000 to $6,200,000. 
If the settlement is approved refunds exceeding $8,800,- 
000 will be made covering the period from March 1, 1961, 


(@) The text of the settlement appears at Tr. 2945-70 and is 


incorporated by reference. The proposed rates are set forth in 


Appendix A. 
(2) Docket Nos. G-18148, G-18149, and RP60-5. 
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when Natural began collecting the filed rates under bond 
until the date upon which the Agreement becomes effective. 

The parties to the Agreement have left two contested 
issues for our subsequent decision. The first is whether 
Natural should include in its cost of service Federal in- 
come tax expense computed at 52% of its taxable income 
or computed at the consolidated company’s effective tax 
rate. The second issue is whether Natural should “nor- 
malize” its tax expense to eliminate the effect of Int. Rev. 
Code § 167, relating to accelerated depreciation, or should 
compute its tax expense on the basis of taxes actually 
paid during the test vear (1960). The settlement provides 
further that pending our decision on these issues, Natural 
shall collect revenues subject to refund based upon a 52% 
tax rate and “normalized” depreciation.) 


4343 


Representatives of the coal industry,“ (hereinafter 
referred to as Interveners), were allowed to intervene 
in these proceedings. They have objected to the proposed 
settlement on the ground that the rate design does not 
enable Natural to recover through the commodity com- 
ponent of its tariff all expenses classified as commodity 
costs. Classification of costs between demand and com- 
modity is not a precise mathematical operation but neces- 


(*) Additional refunds and appropriate rate reductions are re- 
quired under the agreement if certain producer prices reflected in 
Natural’s cost of service are reduced by Commission order and if 
the Texas Dedicated Gas Reserve Tax is invalidated. It was agreed 
that rate reductions, if any, would be applied to the demand com- 
ponent of Natural’s rates. 

(4) Fuels Research Council, Inc., United Mine Workers of Ameri- 
ca, Mid-West Coal Producers Institute, Inc. 
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sarily involves some judgment. Further judgment is re- 
quired in translating cost allocation results to just and 
reasonable rates. Here under the Seaboard cost allocation 
procedure a commodity rate on the settlement cost of 
service was found to be 22.62¢. At the other extreme the 
variable costs associated with the commodity component 
are approximately 15¢. The staff initially proposed a com- 
modity rate of 21.37¢ and the company 20.0¢. The settle- 
ment rate of 20.6¢ is between these amounts and includes 
considerable fixed costs when compared with the extreme 
of 15c. Interveners assert that the record does not war- 
rant this departure from our decision in Atlantic Sea- 
board Corp., 11 FPC 48 (1952) where we held that fixed 
costs should be allocated 50% to demand and 50% to 
commodity. 

Seaboard did not hold, however, that all commodity costs 
must be recovered in the commodity component of a pipe- 
line tariff. On the contrary, in Seaboard we said: 

“While, as we have pointed out, such an allocation 
of costs is not necessarily controlling in the fixing 
of the precise level of the demand and commodity 
components of the rates, they are, in the absence of 
other mitigating circumstances, a reasonably accurate 
guide as to the appropriate level for the demand 


charge and the commodity charge.”’ Atlantic Seaboard 
Corp.. 11 FPC 43, 63 (1952). 


In the case before us, there are mitigating factors, for 
the record indicates 1) that Natural’s distributor custo- 
mers would stop taking substantial quantities of gas at 
rates exceeding 20.G¢ and 2) that substantial fixed costs 
are included in the commodity charge. 

Natural is in close competition with Midwestern Gas 
Transmission Corporation, which sells gas to Northern 
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Indiana Public Service Company, and to Northern Tlli- 
nois Gas Company, two of Natural’s most important cus- 
tomers. Thus, Northern Indiana’s vice president testified 
that if 

4344 


Natural’s commodity charge were raised to 21.37¢, his 


company would purchase from Midwestern 5,707.393.7 
Mcf of gas it now buys from Natural for resale to Com- 
monwealth Edison (Tr. 2476-77). Since Midwestern charges 
Northern Indiana 20.829¢ per Mef, we infer that such a 
shift could occur at any price materially in excess of that 
amount.) 

Similarly, an official of Northern Illinois Gas Company 
estimated that it would purchase 3,000,000 Mef from Mid- 
western at 20.642¢ per Mef in the event Natural’s com- 
modity charge were raised to 21.37¢ (Tr. 2010, 2015). We 
infer that Natural would lose substantial sales at a com- 
modity rate above the proposed 20.6¢. 

In addition, an official of Peoples Gas, Light & Coke 
Company, another Natural customer, testified that Peoples 
lost 4,000,000 Mef in annual sales to Commonwealth Edi- 
son Company in 1959, when coal became available at a 
lower net cost per Btu than Peoples could deliver natural 
gas. At that time Natural’s commodity rate was 20.0¢ per 


©) The witness was asked to forecast the impact of a rise in 
Natural's commodity price to 21.37¢ per Mef, a rate proposed by 
the staff prior to settlement. The witness was not asked at what 
price a shift to Midwestern would occur. 
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Mef. The witness testified further that his company would 
Jose 4.500.000 Mef annually to coal competition if Nat- 
ural’s commodity charge were raised to 23.62¢. Some of 
these sales would probably also be lost at 22.62¢, since a 
tabulation placed in the record by this witness (Tr. 2034) 
comparing Peoples’ delivered gas prices with coal prices 
shows that the 2.62¢ above present rate for which inter- 
veners argue would bring certain of Peoples’ prices above 
competing costs for coal. Even at the present 20.0¢ price, 
the witness testified. Peoples has been unable to attach 
new industrial customers. This testimony indicates that 
an increase to 22.62¢ could lead to further sales losses by 
Peoples and thus reduce its take from Natural. 

Natural's loss of such sales would decidedly not be in 
the public interest. A 20.6¢ commodity charge which the 
record indicates approximates the highest commodity rate 
which can be fixed without leading at least one customer 


to shift over 5,700,000 Mef of its requirements to Mid- 
western, would include more than 5.6¢ of fixed costs. These 
would have to be recovered through higher demand or 
commodity charges to remaining customers in the event 


sales were lost by a higher commodity rate. These in- 
creases, in turn, might result in still further sales losses, 
and further offsetting rate increases. The impact of the 
sales losses would be magnified, moreover, 


4345 


by Natural’s contractual obligations to take or pay for a 
volume of gas closely approximating the sales estimated 
for the test year in the record. As a result, Natural’s 
remaining customers would have to bear the burden not 
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only of the fixed costs previously borne by the distributor’s 
interruptible customers but also the cost of the gas which 
would have been utilized for these lost sales. Moreover, 
to the extent that the distributor’s interruptible rates 
include some fixed costs, loss of interruptible sales may 
throw those costs back upon the distributors’ firm cus- 
tomers. 

We, of course, do not hold that in every instance we 
would necessarily permit a pipeline to reduce its com- 
modity rate to the level of the commodity rate of a com- 
peting pipeline. In this connection we note that Mid- 
western’s rate design is subject to review in Docket No. 
RP61-19. It may be that that review will lead us to order 
an increase in Midwestern’s commodity rates, and thus 
relieve Natural from some of the competitive pressure 
which justifies the rate design in this settlement. In light 
of these circumstances, we propose to reopen the ques- 
tion of Natural’s rate design pursuant to our powers 
under § 5(a) when we reconsider Midwestern’s rate 
design. In the interim, however, we think the record estab- 
lishes that the 20.6¢ commodity rate proposed in the 
Settlement Agreement is just and reasonable. 

Having so determined, we will also approve the Settle- 
ment with respect to the non-contested issues. Our ap- 
proval is conditioned, however, upon Natural’s agreement 
to a rate adjustment and refund in the event it succeeds 
in upsetting an Internal Revenue Service ruling disallow- 
ing deductions for depreciation of pipeline rights-of-way. 
Even though the Service’s position was rejected in North- 
ern Natural Gas Co. v. O'Malley, 277 F. 2d 128 (Sth Cir., 
1960), taxes included in Natural’s cost of service are com- 
puted on the assumption that rights-of-way are not de- 
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preciable. Should this assumption prove erroneous, Nat- 
ural must pass the resulting tax benefits on to its cus- 
tomers. With that condition, the Commission finds, on 
the basis of the record before it, that the rates proposed 
in the Settlement Agreement are just and reasonable, 
and that their approval is in the public interest. 


4346 


The Commission finds: 

(1) The increased rates and charges contained in 
Second Revised Volumes Nos. 1 and 2 of the Natural Gas 
Pipeline Company of America’s FPC Gas Tariff, filed 
October 24, 1960, have not been shown to be just and 
reasonable, or otherwise lawful, under the terms and pro- 
visions of the Natural Gas Act, and should be disallowed 
and denied as hereinafter provided and ordered. 

(2) A commodity rate of 20.6¢ for Natural is just and 
reasonable under the present circumstances. 

(3) The settlement of this proceeding on the basis of 
the proposed Settlement Agreement submitted by Nat- 
ural (Tr. 2954-2970) subject to the terms and conditions 
hereinafter ordered is reasonable, proper and in the 
public interest in carrying out the provisions of the Nat- 
ural Gas Act and such proposed Settlement Agreement 
should be approved and made effective as hereinafter 
provided and ordered. 

(4) Based upon the complete record in this proceeding 
consisting of the testimony and evidence adduced, and 
the briefs filed by interested parties, the Commission finds 
the level and design of rates as proposed in the subject 
Settlement Agreement in the public interest and in accord 
with the provisions of the Natural Gas Act. 
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The Commission orders: 

(A) The rates and charges contained in Second Re- 
vised Volumes Nos. 1 and 2 to Natural’s FPC Gas Tariff 
filed October 24, 1960, are hereby disallowed. 

(B) The settlement of the proceeding in Docket No. 
RP61-S as set forth in Natural’s proposed Settlement 
Agreement is hereby approved and made effective sub- 
ject to the terms and conditions hereinafter ordered, 

(C) Natural shall file, in the manner and within the 
time specified in paragraph III of the Settlement Agree- 
ment, revised tariff sheets: 

(1) Eliminating from its CD-1 Rate Schedule the 75% 

load factor minimum bill provision. 

(2) Containing the rates set forth in Appendix A of 

this order. 

(D) Natural shall refund to its customers in the 
manner and within the time specified in paragraph III of 
the Settlement Agreement the difference between the 
amounts paid by each customer under the rates which 
became effective on March 1, 1961, and the amounts which 
would have been billed each customer under the settlement 
rates, together with interest thereon computed at 7% 
per annum. 


4347 


(£) Natural shall refund all amounts as are indicated 
by a recomputation of the income tax allowance in its 
cost of service in this docket if depreciation of transmis- 
sion rights-of-way is held an allowable income tax deduc- 
tion with interest at the rate of 6% per annum for the 
period in which Natural had the use of such amount prior 
to payment to the Internal Revenue Service together 
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with all interest, if any, paid thereon by the Internal 
Revenue Service. 

(F) In the event that the Texas Dedicated Reserve 
Gas Tax is declared to be unconstitutional, Natural shall 
file within 27 months from the date of such invalidation 
revised tariffs reflecting the invalidation of said tax in 
accordance with Paragraph IV(3) of the Agreement. 

(G) In the event that the Texas Dedicated Gas Re- 
serve Tax is found to be unconstitutional, Natural shall 
refund to its customers, all amounts received as a result 
of the invalidation of said tax, together with interest, 
received thereon, if any, pursuant to Paragraph IV (3) 
of the Agreement. 

(H) Any reduction in the rates of Natural’s suppliers 
which results in an ultimate decrease to Natural in excess 
of subsequent increases by said suppliers shall require 
Natural to file a reduction in the demand component of 
its rates and in its straight-line rates and to make ap- 
propriate refunds pursuant to Paragraph IV(3) of the 
Agreement. Natural shall not be required to file such 
reductions until the accumulated net decrease from said 
suppliers totals $250,000 annually. 

(I) Within 30 days from the date of issuance of this 
order, Natural shall file, in writing and under oath, by 
a qualified officer or officers of the Company, its accept- 
ance of the terms and provisions of this order. 

(J) The approval of this Agreement and the issuance 
of this order is without prejudice to anv finding or deter- 
mination that may be made in any further proceedings 
in this docket or in any other proceeding presently being 
heard, now pending, or hereinafter instituted by or against 
Natural Gas Pipeline Company of America. 
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By the Commission. 
/s/ Joseph H. Gutride, 
(Seal) Secretary. 


* * 
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Natural Gas Pipeline Company of America Answer to 
Motion of The City of Chicago to Decide the Accelerated 
Depreciation Issue, RP61-8, received May 19, 1964. 


United States of America 
Berore THE 
FEDERAL POWER COMMISSION 


In the Matter of ) Docket No. 
Natural Gas Pipeline Company of America ) RP61-8 


ANSWER OF NATURAL GAS PIPELINE COMPANY 
OF AMERICA TO MOTION OF THE CITY OF 
CHICAGO TO DECIDE THE ACCELERATED 
DEPRECIATION ISSUE. 


Natural Gas Pipeline Company of America (Natural), 
in response to a Motion filed on May 11, 1965 by the City 
of Chicago (City), an intervenor in the above entitled 
cause, states as follows. 

18 

The subject Motion to the City of Chicago refers to 
Opinion No, £17 of the Commission in Alabama-Tennessee 
Gas Company and its policy formulated therein in regard 
to the rate treatment of the tax effect of the use of liber- 
alized depreciation deductions for federal income tax pur- 
poses. Noting that Opinion, the City of Chicago moved 
that the question of whether the “flow through” or the 
“normalization” method of rate treatment of such depre- 
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ciation should be used, which was reserved for further 
consideration in the Settlement of the above entitled pro- 
ceedings, be now considered and decided by the Commis- 
sion, after the filing of briefs thereon by the parties and 
after oral argument. 


4788 


II. 

Natural has consistently and explicitly relied upon es- 
tablished Commission policy, set in a consistent series 
of decisions. issued by the Commission prior to its Opinion 
No. 417, in which decisions it prescribed the normaliza- 
tion of depreciation expense for rate making purposes, 
which policy has been sustained by the courts. Natural 
has, therefore, elected to utilize liberalized depreciation 
under the provisions of Section 167 of the Internal Rev- 
enue Code, and has booked the same in accordance with 
the requirements of the Commission’s Uniform System of 
Accounts. It recognizes, however, that in light of the Com- 
mission’s reversal of that consistent policy of normaliza- 
tion, on February 3, 1964 in its Opinion No. 417 issued in 
Alabama-Tennessee, that the Commission intends that 
the newly prescribed, prospective policy there announced, 
if ultimately sustained by the courts, will be applicable to 
Natural. Indeed, the Commission specifically took note of 
this fact in that Opinion by including a reference to Nat- 
ural when, after stating the rate question with regard 
to liberalized depreciation which was involved in Alabama- 
Tennessee, it noted: 


(4) See Amere Gas Utilities Co., et al, 15 FPC 760 (1956); El 
Paso Natural Gas Co., 22 FPC 260 (1959): Panhandle Eastern 
Pipeline Co., et al, 13 FPC 53 (1954). 
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“The same issue was also deferred in a number of 
Commission orders prescribing future rates for other 
natural gas pipeline 


89 


companies, conditioned on the decision in this case.) 
In thus reserving this issue, we uniformly provided 
that any changed policy which might be formulated in 
this proceeding would have only a prospective effect 
on the rates and charges of the individual pipelines 
concerned. (Mimeo Opinion, page 2) 

“@) American-Louisiana Pipe Line Co. and Michigan 
Wisconsin Pipe Line Company, Opinion No. 363, 
issued September 17, 1962; El Paso Natural Gas 
Company, Opinion No. 366, October 19, 1962: South- 
ern Natural Gas Company, Opinion No. 379, February 
18, 1963; Natural Gas Pipe Line Co. of America, RP- 
61-8, Opinion No. 367, October 25, 1962.” 


The Commission, after thus noting that the question of 


liberalized depreciation rate treatment in regard to the 
future rates of the “footnote companies” had been re- 
served for future decision, also went on to observe that: 
“* * * a number of such pipelines have argued in 
these proceedings that the result we reach here can- 

not be made binding upon them in the absence of 
further proceedings. While we are not convinced as 

to the validity of such arguments, we shall afford 
such other pipelines an opportunity to show cause 
why the determination we are making here is not 
applicable to them. * * *” (Mimeo Opinion. page 2) 
Therefore, the Commission noted that while its deci- 
sion was fal as to Alabama-Tennessee, it would be a “pro- 
posed decision on this point with regard to the various 
other pipelines with respect to which this specifie issue 
has been reserved,” in order to give those companies 
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named in such footnote ©) above, including Natural, op- 
portunity to show why Alabama-Tennessee is not appli- 
cable to them. (Emphasis added.) 


4790 


In summary. it is Natural’s understanding that the 
Commission’s intent and meaning of Opinion No. 417 is 
that the same is, in substance, a final decision insofar as 
Natural is concerned, subject only to the right granted 
it to show cause why such determination is not applicable 
to it. As to other pipelines with regard to whom there is 
no such reserved issue, the Commission indicated, most 
strongly in its Opinion No. 417-A on rehearing of Ala- 
bama-Tennessee, that its decision would have precedential 
weight, absent showing that the same was not factually 
applicable to them. 

Il. 

In its Alabama-Tennessee Opinion, the Commission 
found: 

1. That upon a re-examination of its existing policy 
of basing income tax allowances for a company which 
pays taxes calculated under liberalized depreciation on 
the deductions available under straight line depreciation, 
there was no factual justification for normalizing the 
prospective rates of Alabama-Tennessee and other nat- 
ural gas companies similarly situated; 

2, That accumulated deferred tax balances should be 
(a) maintained intact as a contingency reserve, for use 
only to offset any increased taxes resulting from a de- 
cline in tax depreciation deductions, attributable to earlier 
use of liberalized depreciation, below the level of the tax 
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deductions which would then be available under straight- 
line depreciation, or (b) amortized pursuant to a plan 
approved by the Commission: and 

3. That such deferred tax reserve should not be per- 
mitted to earn a return of 1.5 percent, as was then al- 
lowed under its existing policy, but that the same should 
be deducted from the rate base of Alabama-Tennessee 
and other natural gas companies similarly situated. 

TV. 

Tt has heen indicated that the Alabama-Tennessee case 
will be appealed. Additionally, as noted above, all other 
companies have the right to litigate the liberalized depre- 
ciation issue with regard to their own specific situations, 
both before the Commission and on appeal to the federal 
courts. In these proceedings of Natural, the witness Van 
Scoyoe submitted essentially the same testimony as he 
filed in the Alabama-Tennessee case. Other parties did 
not submit evidence on the issue, however, since Commis- 
sion policy had been, for many years, firmly established 
as contrary to Mr. Van Scoyoe’s position. Therefore, 


further litigation of the issue in Natural’s proceeding 
would require additional evidence, in order to show that 
the complete change of Commission policy made in Ala- 
bama-Tennessee is not justified. Moreover, the scope of 
any such evidence that would be considered meaningful 
by the Commission in this regard is not clear and must 
be established in such litigation. 
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Vv. 

Since the Commission’s Alabama-Tennessee decision, the 
Commission has approved rate reduction proposals by 
Panhandle Eastern Pipe Line Company, Trunkline Gas 
Company and Algonquin Gas Transmission Company, re- 
lating, inter alia, to liberalized depreciation. Those com- 
panies have agreed, in the interests of expedition, to not 
contest the Alabama-Tennessee result in their own pro- 
ceedings. Instead, they have agreed to reduce their future 
rates by application of the Alabama-Tennessee principles, 
if such principles are judicially upheld in that proceeding 
and are adhered to by the Commission. 

Prior to the Motion of the City of Chicago herein, Nat- 
ural had begun accumulation of the facts in regard to 
its own situation and the formulation of its own position. 
and had informed the FPC Staff that such facts and 
position would be announced shortly. The City of Chi- 
cago’s Motion, however, makes it necessary that such 
position be presented directly to the Commission in this 
Answer in order that the same may be sufficiently com- 
prehensive and complete. 

As Natural has made clear to the Commission in its 
brief filed in the Alabama-Tennessee proceedings, it dis- 
agrees with the principles announced in Opinion No. 417, 
both as a matter of law and of administrative philosophy. 
It is nevertheless aware of the fact that such Opinion, 
insofar as the Commission 


4793 


is concerned, is intended to be, in substance, a final 
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decision as to the reserved liberalized depreciation issue 
in Natural’s Docket No. RP61-S proceeding, subject only 
to Natural’s showing that the principles there adopted 
are not factually supportable insofar as Natural is con- 
cerned. Natural believes, however, that proceedings, and 
appeal thereof, intended to allow opportunity for a show- 
ing of such inapplicability will involve a protracted period 
of rate uncertainty and the expenditure of Commission 
time and the time and funds of all concerned. This would 
include the necessary evidentiary and decisional proceed- 
ings before the Commission and any necessary appellate 
court proceedings. Such proceedings, and the disadvan- 
tages thereof, were avoided by the Commission in regard 
to Panhandle, Trunkline and Algonquin, by approval of 
contingent rate reduction agreements proposed by those 
companies. Natural has determined that it is similarly 
willing to waive its right to conduct further proceedings 
to show cause why the determination in Alabama-Ten- 
nessee is not applicable to Natural, upon approval by the 
Commission of the proposal for rate reduction by Natural 
which is attached hereto as Appendix <A. 

The rate reduction proposal in Appendix A is precisely 
patterned after the Panhandle and Trunkline agreements, 
which have heretofore been approved by the Commission. 
It fully accepts the principles of the Alabama-Tennessee 
Opinion, subject 
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to affirmance and continuation of those principles. Nat- 
ural proposes this procedure in the same manner, and 
for the same reasons of efficiency and economy as Pan- 
handle, Trunkline and Algonquin. Approval of such pro- 
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cedure will accomplish even more expeditious achievement 
of the purposes of the Motion of the City of Chicago 
herein and would also negate the need for the extensive 
proceedings requested by such Motion. 

Accordingly, Natural requests the Commission to ter- 
minate such reserved issue by ordering that the rate re- 
duction proposal in Appendix A be put into effect by 
Natural and that the reserved issue in these proceedings 
in regard to liberalized depreciation be terminated there- 
by. 

Respectfully submitted, 
Natural Gas Pipeline Company 
of America 
By /s/ C. E. Holmes 
Executive Vice-President 


~_ * 
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APPENDIX A 


NATURAL GAS PIPELINE COMPANY 
OF AMERICA 


FPC Docket No. RP61-8 
Rate Proposal 


Section I. Liberalized Depreciation 

(A) Natural agrees that effective as of October 1, 
1965: (i) it will reduce its Demand Charge in Rate Sched- 
ules CD-1 and CD-2, and (ii) make comparable adjust- 
ments in its Rate Schedules G-1 and G-2, to give effect to 
the principle set forth in the Federal Power Commission’s 
Opinion No. 417 that a pipeline’s rate base should be 
reduced by the amount of the balance in its Account 282, 
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if on October 1, 1965, the Commission is continuing to 
validly apply such principle in regard to liberalized de- 
preciation. The rate reduction described in this paragraph 
(A) is not dependent upon the method of depreciation 
Natural has decided, as of October 1, 1965, to utilize in 
its federal income tax return, but is dependent upon the 
outcome of court review of Opinion No. 417. For pur- 
poses of computation of such rate reduction, the balance 
of Account 282 shall be: that shown on Natural’s books 
as of October 1, 1965, the rate of return shall be 6.5% 
and demand units shall be those effective on October 1, 
1965. 

(B) Natural further agrees that if, by October 1, 1965, 
it has not elected to abandon use of liberalized deprecia- 
tion, in determining its deductions for tax purposes, and 
if the 
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Commission is at that time validly applying the policy 
of “flow through” with regard to liberalized depreciation, 
Natural will make a further rate reduction, in addition 
to that set forth in (A) above, effective October 1, 1965, 
to reflect the liberalized depreciation “flow through” prin- 
ciples enunciated in Opinion No. 417. Such reduction shall 
be reflected 50% in the Demand Charges and 50% in the 
Commodity Charges in Rate Schedules CD-1 and CD-2, 
Natural also agrees to make the necessary additional re- 
ductions in Rate Schedules G-1 and G-2 to reflect the 
additional reductions in Demand and Commodity Charges. 
For purposes of computation of such rate reduction, the 
amount attributable to utilization of liberalized deprecia- 
tion shall be the excess of the deduction for liberalized 
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depreciation over that using straight line depreciation, 
based on the twelve-month period ending October 1, 1965 
and the demand and commodity billing units to be used 
shall be derived from the twelve months ending October 
1, 1965. 

(C) Notwithstanding the foregoing, Natural may defer 
the rate reduction described in either paragraph (A) or 
paragraph (B) hereof, or both, until twenty days from 
and after the date upon which Opinion No. 417 has been 
finally affirmed and is no longer subject to judicial review. 
If Natural defers such rate reduction/s beyond October 
1, 1965, and subsequently becomes obligated to make such 
rate reduction/s, then Natural will refund, 
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to its jurisdictional customers, the excess of the revenues 
received under its then effective rates over the rates which 
would have been collected if those rates had been re- 
duced, as above stated, on October 1, 1965, together with 
interest thereon at the rate of 7% per annum computed 
from the twentieth day of the month in which any pay- 
ment is received to the date of such refund. 
Section II. Conditions 

This proposal is made upon the condition that Natural 
shall be hereby relieved of all obligations relating to or 
resulting from the question and discussion of liberalized 
depreciation in the Settlement Agreement approved in its 
Docket No. RP61-S and in Opinion No. 367 in that pro- 
ceeding. 
Section III. Term of Agreement 

1. The obligations undertaken by Natural in Section I 
of this proposal, if not previously terminated pursuant 
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to other provisions of this proposal, shall terminate in 
their entirety on the date that Natural, pursuant to Sec- 
tion 4 of the Natural Gas Act, shall file for an increase 
in the rates referred to hereinabove or on the dates such 
rates may be changed as a result of a Commission order 
pursuant to any future investigation of Natural’s rates 
under Section 5 thereof. 
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2. The obligations undertaken by Natural under Sec- 
tion I of this proposal, if not previously terminated pur- 
suant to other provisions of this proposal, shall terminate 
on the date upon which legislation precluding the Fed- 
eral Power Commission from applying all or part of the 
principles of its Alabama-Tennessee Opinion No. 417 shall 
become effective or at such time as those principles are 
rendered inapplicable by either Federal Power Commis- 
sion or judicial decision. 

Section IV. Reservations 

1. In making this proposal, Natural does not waive 
any legal right or right of action which it may have with 
respect to matters other than those specifically provided 
for herein. 

2. Neither Natural, the Commission’s staff nor any 
other person shall be bound or prejudiced by any part 
of this proposal unless it is approved and made effective 
as to all of its terms and conditions, without modification. 

3. This proposal is made with the explicit understand- 
ing that neither Natural, the Commission’s staff, nor any 
other person shall be deemed to have approved, accepted, 
agreed or consented to any ratemaking principle, or any 
method of cost of service determination, or any allocation 
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underlying or supposed to underlie any of the rates or 
any of the refunds provided for in this proposal. 


* * * *  * 
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Order Prescribing Briefing Schedule on the Reserved 
Issue of Proper Rate Treatment of Liberalized Deprecia- 
tion and Accumulated Deferred Taxes, RP61-8, issued July 
31, 1964. 

United States of America 
FEDERAL POWER COMMISSION 


Before Commissioners: Joseph C. Swidler, Chairman; 
L. J. O’Connor, Jr., Charles R. Ross, Harold C. 
Woodward, and David 8. Black. 


Natural Gas Pipeline Company 
of America 
ORDER PRESCRIBING BRIEFING SCHEDULE ON 
THE RESERVED ISSUE OF PROPER RATE 
TREATMENT OF LIBERALIZED DEPRE- 
CIATION AND ACCUMULATED 
DEFERRED TAXES. 
(Issued July 31, 1964) 


On June 21, 1962, a Stipulation And Agreement To 
Terminate Proceedings®) (Stipulation) was incorporated 
in and made a part of the record in this proceeding. This 
constituted a settlement of all of the issues in this pro- 
ceeding, except the issues as to the consolidated effective 
tax rate@) and the proper rate treatment of liberalized 
depreciation and accumulated deferred taxes. The latter, 


Docket No. RP61-8 


@) T. 21, pp. 2954-2970 (inclusive). 
(?) This issue is not included within the scope of this order. 
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Article IV, Paragraph 2, Transcript 21, pp. 2960-2962 of 
the aforesaid Stipulation, which is the subject of this 
order, was reserved for later determination as provided 
therein. 

Article IV, Paragraph 2 of the said Stipulation pro- 
vides, among other things, that the issue of proper treat- 
ment of liberalized depreciation be determined in an 
adjudication by the Commission in this proceeding, Docket 
No. RP61-8, that the Commission render final decision on 
this issue pursuant to Section 1.30(c) of the Commission’s 
Rules of Practice and Procedure without the intermediate 
decision of the presiding examiner; that parties may re- 
quest the opportunity to file briefs in accordance with a 
briefing schedule to be prescribed by the Commission ; 
that thereafter parties may request oral argument as to 
this issue; each party, subject to the foregoing, reserves 
its right to apply for rehearing and to petition for judicial 
review of the Commission’s decision with respect to such 
issue. 


4960 


The aforesaid Stipulation making the provisions set 
forth above was approved by the Commission in Opinion 
No. 367, issued October 25, 1962. 

On February 3, 1964, the Commission issued its Opinion 
No. 417, and on April 15, 1964, its Opinion No. 417-A in 
Docket No. G-5471, et al., Alabama-Tennessee Natural Gas 
Company, upon the issue of proper rate treatment of 
liberalized depreciation and accumulated deferred taxes. 

On May 11, 1964, the City of Chicago filed a motion, 
under Section IV, Paragraph 2 (T. 2960-2962) of the Stip- 
ulation and Agreement approved by the Commission in 
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Opinion No. 367, issued October 25, 1962 herein, moving 
the Commission to issue an order permitting briefs to 
be filed by the parties, setting briefing dates. permitting 
oral argument, and thereafter to render a determination 
on the reserved issue in this proceeding. 

On May 19, 1964, Natural filed its Answer to the motion 
of the City of Chicago, stating that inasmuch as the Com- 
mission intends Opinion No. 417, if ultimately sustained 
by the courts, to be applicable to Natural, and inasmuch 
as the Commission, subsequent to the issuance of Opinion 
No. 417, has evolved, in settlement conferences with Pan- 
handle Eastern Pipeline Company (Docket No. RPG4-18) 
and certain other pipeline companies, agreements provid- 
ing for prospective rate reductions, that it should be 
treated similarly. Natural submits as a part of its answer, 
a rate proposal offering to make certain rate reductions 
effective October 1, 1965, in accordance with the terms 
and conditions therein provided. It states that it will 
waive its right to show cause why the principles of 
Opinion No. 417 are not factually supportable insofar as 
Natural is concerned in consideration of the Commission 
accepting the rate proposal aforesaid. Natural, therefore, 
opposes the motion of the City of Chicago on the grounds 
that there is no need for briefs, oral argument on the 
reserved issue, and no need for a determination herein 
because Opinion No. 417 is dispositive of the reserved 
issue. 

On May 28, 1964, the City of Chicago filed its reply to 


Natural’s answer. Chicago objects to Natural's rate pro- 


posal and Natural’s request to terminate this proceeding 
by placing the proposal aforesaid into effect. It further 
points out that the reserved issue on liberalized deprecia- 
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tion herein relates to the question of reflecting the use of 
liberalized depreciation in the cost of service in this pro- 
ceeding and, since the rates became effective March 1, 
1961, Natural by its rate proposal providing for prospec- 
tive reductions, is repudiating its obligation to refund to 
its customers amounts collected from and after March 1, 
1961. Chicago further states that, based upon the “nor- 
malization’? method used in Natural’s cost of service, 
pending decision on this issue, the amount of refunds here 
involved would be in excess of $30 million. Chicago points 
out that under Natural’s proposal, none of these refunds 
would be passed on to its customers. 
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On June 2, 1964, the Public Service Commission of 
Wisconsin filed its reply to the answer of Natural, con- 
curring in, and adopting the aforesaid reply of the City 
of Chicago. 

In view of the conflict between the parties, as outlined 
above, it is appropriate that the parties, under Section IV, 
Paragraph 2 of the Stipulation and Agreement, be per- 
mitted to file briefs on dates prescribed by the Commis- 
sion. We will give consideration to the advisability of oral 
argument herein after we have considered the briefs to 
be filed. 

The Commission finds: 

The parties and the Commission Staff should be granted 
the opportunity to present initial briefs and reply briefs 
on the reserved issue of liberalized depreciation under 
Article IV, Paragraph 2 of the Stipulation and Agree- 
ment in this proceeding, as hereinafter ordered. 
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The Commission orders: 

(A) Any party in this proceeding, including Commis- 
sion Staff, desiring to file briefs on the matters presented 
by the reserved issue of proper rate treatment of lberal- 
ized depreciation under Section IV, Paragraph 2 of the 
Stipulation and Agreement in this docket shall file an 
initial brief on or before September 28, 1964. 

(B) Reply briefs, if any, shall be filed on or before 
October 27, 1964. 

By the Commission. 
(Seal) 
/3s/ Joseph H. Gutride 
Secretary 
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Notice Fixing Oral Argument, RP61-8, issued Decem- 
ber 18, 1964. 
United States of America 
FEDERAL POWER COMMISSION 
paieiea ons Pane HAS CRIED EES Docket No. RP61-S 
NOTICE FIXING ORAL ARGUMENT. 
(December 18, 1964) 


Upon consideration of the motion by Natural Gas Pipe- 
line Company of America filed herein for an opportunity 
to present oral argument; 

Notice is given that an oral argument is hereby sched- 
uled to be held at 10:00 A.M., January 12, 1965, in a 
hearing room of the Federal Power Commission on the 
reserved issue of the proper treatment of liberalized de- 
preciation in this proceeding; 
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Any party desiring to participate in the oral argument 
should notify the Secretary of the Federal Power Com- 
mission, Washington, D.C. 20426, on or before December 
24, 1964, of the time desired for the presentation of argu- 
ment. 

By direction of the Commission. 


/s/ Joseph H. Gutride 
Secretary 
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Opinion No. 456, Opinion and Order Determining Ap- 
plicability of Liberalized Depreciation and Refunds, RP- 
61-8, issued March 18, 1965. 


United States of America 
FEDERAL POWER COMMISSION 


Before Commissioners: Joseph C. Swidler, Chairman; 
L. J. O’Connor, Jr., Charles R. Ross, and David 
8. Black. 


Natural Gas Pipeline Company 


of Aenea Docket No. RP61-8 


Opinion No. 456 
OPINION AND ORDER DETERMINING 
APPLICABILITY OF LIBERALIZED 
DEPRECIATION AND REFUNDS. 
(Issued March 18, 1965) 


Swipter, Chairman: 

In our Opinion No. 367, 28 FPC 731, on October 25, 
1962, approving the recent settlement of a rate case in 
these proceedings the Commission reserved the question 
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of the proper treatment for ratemaking purposes of the 
higher deductions from Federal income taxes made avail- 
able by liberalized deprecation under Section 167 of the 
Internal Revenue Code. In Alabama-Tennessee Natural 
Gas Co., 31 FPC , Opinion No. 417, Docket Nos. G-5471, 
et al., February 3, 1964, the practice of normalization, 
formerly permitted by the Commission,©) was found no 
longer justified with respect to that Company. The initial 
question is whether the principles of Alabama-Tennessee 
are applicable to Natural. If we conclude that they are, 
the question here arises as to the date on which the flow- 
through treatment of liberalized depreciation adopted in 
Alabama-Tennessce is to be made effective for Natural 
and the amount of any refunds which Natural must make 
to its customers in the Chicago area. 

This proceeding began as a Section 4 rate case. After 
the hearings ended, a settlement agreement was reached 
and made part of the record on June 21, 1962 (Tr. 2954). 
In the settlement the question of the appropriate treat- 
ment of liberalized depreciation and consolidated taxes 
was reserved. We approved the agreement in Opinion No. 
367, 28 FPC 731, on October 25, 1962. On May 11, 1964, 
the City of Chicago filed a motion requesting that the 
Commission decide the liberalized depreciation issue, and 
on May 19, 1964, Natural filed its answer and a proposal 
to reduce its rates as of October 1, 1965, stating that it 
was willing to waive its right to conduct further proceed- 
ings, to show cause why the determination in Alabama- 
Tennessee is not applicable to Natural if the Commission 
approved its proposal. Under the proposal Natural’s re- 


©) Amere Gas Utilities Co, 15 FPC 781, and El Paso Natural 
Gas Co., 22 FPC 260, 267. 
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duced rates would reflect the holding in Alabama-Ten- 
nessee. Thus, in computing its rates 
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Natural would deduct the balance of deferred taxes in 
Account 282 from its rate base and would flow-through 
the tax reduction resulting from liberalized depreciation 
unless it elected to abandon use of liberalized depreciation 
by October 1, 1965. Natural also proposed that the rate 
reduction would be deferred beyond October 1, 1965, until 
Alabama-Tennessee became final, but, if so, Natural would 
pay a refund from that date if the Commission were up- 
held. Chicago objected to the rate reduction proposal argu- 
ing that the utilization of liberalized depreciation by Nat- 
ural should in accordance with the principles enunciated 
in Alabama-Tennessee be flowed through to its customers 
and under the settlement agreement Natural should put 
its rate reduction in effect as of March 1, 1961. 

In our order of July 31, 1964, we recited that Natural 
had filed a rate reduction proposal, in which it had waived 
its right to contest the applicability of Alabama-Tennessee 
to it if we approved the proposal. The order makes clear, 
however, that the reopened proceeding was not limited to 
consideration of Natural’s proposal and provided broadly 
for the filing of briefs on all questions relating to the 
reserved issue of liberalized depreciation. Briefs were ac- 
cordingly filed by Natural, our staff, and Chicago, whose 
brief the Public Service Commission of Wisconsin adopts. 

Initially, it is clear that we must determine whether 
the principles of Alabama-Tennessee are applicable to 
Natural. The settlement agreement calls for determina- 
tion of this question, and our order of July 31, 1964, re- 
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quired briefs on it. Natural did not submit additional 
evidence on the question, and did not argue the question 
in its briefs, although our order gave it opportunity, and 
indeed called for such argument. The hearing record in 
the case made prior to the original settlement contains 
undisputed evidence showing that. like the pipeline in- 
dustry as a whole, Natural is an expanding enterprise, 
and will continue to expand in the foreseeable future. 
Natural apparently does not dispute the fact it is properly 
subject to the principles enunciated in Alabama-Tennessee 
if that case is upheld. As with Alabama-Tennessee, we are 
of the opinion that flow-through and lower rates are a 
more effective stimulus to new investment than normaliza- 
tion, and, as in that case, we shall provide for deduction 
of the accumulated reserves from the rate base, unless 
Natural submits an appropriate plan for flowing some or 
all of such reserves through to its customers. 


We now turn to the question as to the date on which 
Natural should give effect to these principles. All parties 
agree that the settlement agreement represents a binding 
contract; the controversy arises over its effect. The agree- 
ment provides in Section IV (2) as follows: 


5121 
2. The question of whether Natural, in computing 
its cost of service for rate purposes, should compute 
its federal income tax expense allowance by “normal- 
izing” such taxes to eliminate the effect of Section 
167 of the Federal Internal Revenue Code, which 
relates to “accelerated” or “liberalized” deprecia- 
tion, or by utilizing the principle of “flow-through”’ of 
the tax effect of the use of such “accelerated depre- 
ciation’? deductions for tax purposes, as proposed 
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and defined by the City of Chicago in these proceed- 
ings, rather than the “normalization” method, shall 
be determined by an adjudication by the Commission 
in these proceedings and this issue shall not be termi- 
nated by approval of the settlement proposed here- 
under. 

To permit a resolution of this issue at the earliest 
possible date, however, all parties hereto request that 
in lieu of any intermediate decision proceedings here- 
in, the Commission render a final decision with re- 
spect to such issue and, pursuant to the requirements 
of Section 1.30 (c) of the Commission’s Rules of 
Practice and Procedure, request the opportunity to 
file briefs relating to this issue, inclusive of proposed 
findings and conclusions, in accordance with a brief- 
ing schedule to be prescribed by the Commission, and 
to thereafter present oral argument to the Commis- 
sion relating thereto: each party, subject to the fore- 
going, reserving its right to apply for rehearing and 
petition for judicial review of the Commission’s deci- 
sion with respect to such issue. 

In the event it shall be determined in these proceed- 
ings by a valid and final order of the Commission that 
Natural. in computing its cost of service in these 
proceedings, must utilize the above mentioned “flow 
through” method of tax computation, Natural, sub- 
ject to its right to seck judicial review thereof, shall 
make such further refunds, with interest at 7 per cent 
per annum from the 20th day of each month in which 
each excess payment was collected, to the date Nat- 
ural refunds such excess payment, as shall result 
from the reduction, if anv, in the level of any of the 
rates contained in its FPC Rate Schedules that may 
be required by the Commission at the time of such 
order: provided. however, that Natural’s obligation 
to make a refund hereunder shall not become effective 
unless and until the aggregate sum refundable under 
this Paragraph (2) shall be equal to $100,060. 
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It is agreed that the difference between the depre- 
ciation deduction used in computing the Federal In- 
eome Tax allowance by use of the above mentioned 
“normalization”? method, which is included in the cost 
of service of $137,014,823, and the depreciation deduc- 
tion for such tax allowance purposes, 
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relative to such cost of service, which would have 
resulted from use of the above mentioned “flow 
through’”’ method, is $7,928,320. Any refunds and/or 
rate reductions made by reason of this Section IV (2) 
shall be made as described in the last paragraph of 
Section IV (1) above. 

In interpreting this agreement both Chicago and the 
staff argue that it provides for a full refund for the 
entire period that excess rates were collected. They con- 
tend that the treatment of liberalized depreciation was the 
issue reserved, and, once it is decided that normalization 
is improper, Natural’s cost of service should be adjusted 
and refunds should follow automatically from March 1, 
1961. Natural on the other hand contends that there should 
be no refunds prior to October 1, 1965, assuming that the 
Commission is upheld by the Courts in Alabama-Ten- 
nessee. 

It is entirely clear to us that the agreement was drafted 
with the possibility of refunds in mind. Thus it is pro- 
vided that “In the event it shall be determined” that Nat- 
ural must use “flow-through”, it “shall make such further 
refunds * * * as shall result from the reduction, if any, 
in the level of any of the rates contained in its FPC Rate 
Schedules that may be requested by the Commission. 
* * *” However, it is also clear that the refund is made 
contingent on the action we might take on the question 
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of liberalized depreciation and there is no language in the 
settlement which can fairly be interpreted as requiring 
us to order refunds retroactive to the date the rate in- 
crease was put into effect by Natural. 

Chicago cites a letter of May 10, 1962, written to its 
corporation counsel by counsel for Natural explaining the 
proposed settlement agreement. There it is stated that 
“Natural also agrees to go to trial before the FPC on 
two issues and if it loses on either, to make additional 
refunds and rate reductions. * * *’’ Even if this letter is 
admissible as an explanation of the settlement agreement, 
there is nothing in this language which supports a conclu- 
sion that the parties agreed on March 1, 1961 as the 
effective date for making refunds. Under the language of 
this letter, as in the settlement agreements, the question 
of refunds is dependent on our decision herein with re- 
spect to liberalized depreciation. The question before us 


is to determine the appropriate date for refunds in light 
of all of the circumstances of this case. 


Opinion No. 367 approving the settlement does not lead 
to a different result. The relevant language reads as fol- 
lows (28 FPC at p. 733): 

The second issue is whether Natural should “normal- 
ize its tax expense to eliminate the effect of Int. Rev. 
Code § 167, relating to accelerated depreciation, or 
should compute its tax expense on the basis of taxes 
actually paid during the 
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test year (1960). The settlement provides further that 
pending our decision on these issues, Natural shall 
collect revenues subject to refund based upon a 52% 
tax rate and “normalized’’ depreciation. 
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This language, like that in the settlement agreement, 
does not require a refund as of any particular date, al- 
though it does contemplate a refund if that should be re- 
quired by our determination. 

Both Natural and Chicago claim support for their posi- 
tion from our decision in Alabama-Tennessee. We agree 
with Chicago that the reference to the present proceeding 
in Opinion No. 417) conveys no more than that the same 
substantive issue was presented in both cases. We also 


agree that it was not a commitment that we would make 
any determination here prospective from the date of this 
order or from the October 1965 date proposed by Natural. 
On the other hand, there is nothing in this language to 


(?) Opinion No. 417 stated 31 FPC at P...., Mimeo. Page 2: 
The same issue was also deferred in a number of Commission 
orders prescribing future rates for other natural gas pipeline com- 
panies, conditioned on the decision in this case.(*) In thus reserving 
this issue, we uniformly provided that any changed policy which 
might be formulated in this proceeding would have only a prospec- 
tive effect on the rates and charges of the individual pipelines 
concerned. We are aware that a number of such pipelines have 
argued in these proceedings that the result we reach here cannot 
be made binding upon them in the absence of further proceedings. 
While we are not convinced as to the validity of such arguments, 
we shall afford such other pipelines an opportunity to show cause 
why the determination we are making here is not applicable to 
them. Accordingly, the decision rendered herein will constitute the 
final element in determining a just and reasonable level of return 
for Alabama-Tennessee and a proposed decision on this point with 
regard to the various other pipelines with respect to which this 
specific issue has been reserved. 
(2) American Louisiana Pipe Line Co. and Michigan Wis- 
consin Pipe Line Company, Opinion No. 363, issued September 
17, 1962; El Paso Natural Gas Company, Opinion No. 366, 
October 19, 1962; Southern Natural Gas Company, Opinion 
No. 379, February 18, 1963; Natural Gas Pipeline Co. of 
America, RP61-8, Opinion No. 367, October 25, 1962. 
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Suggest that our substantive determination here must be 
made retroactive to March 1, 1961. 

The question of the proper treatment of liberalized de- 
preciation is uniquely a matter for the Commission's in- 
formed judgment. While we have decided that for the 
future flow-through should be the normal rate treatment 
of liberalized depreciation (and the normal accounting 
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treatment as well) and specifically that it should be ap- 
plied to Natural, our previous treatment of deferred taxes 
for rate purposes at a 114 percent rate of return was not 
illegal. See Panhandle Eastern Pipe Line Co. v. F.P.C., 316 
F. 2d 659 (CADC), certiorari denied, 375 U.S. S81. If we 
had chosen to utilize the instant ease rather than the 
Alabama-Tennessee proceeding as the vehicle for recon- 
sidering our previous policy, we would have applied our 
new policy of flowing through the tax benefits resulting 
from the use of liberalized depreciation and deducting the 
accumulated reserves from the rate base prospectively 
only as we in fact did in Alabama-Tennessee. Nothing in 
the settlement stipulation or anything else which has been 
brought to our attention would have required a different 
conclusion. 

We do agree with Chicago. however, that it should not 
have to bear the loss resulting from the time that has 
elapsed since our decision a year ago in Alabama-Tennes- 
see. We think the most equitable resolution of this matter 
is to put Natural on a par with Alabama-Te nnessee. We 
shall therefore order refunds back to February 3, 1964. 

Natural’s selection of an October 1965 date seems to 
reflect the view that it is entitled to be put on a par with 
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American-Louisiana, Michigan-Wisconsin, Panhandle and 
Trunkline rather than Alabama-Tennessee. With respect 
to each of these four pipelines, rate settlements agreeable 
to their customers as well as the Commission were subse- 
quently reached, after our decision in Alabama-Tennessee, 
under which they agreed to flow through the benefits of 
liberalized depreciation commencing in October 1965, sub- 
ject to the outcome of the pending litigation in Alabama- 
Tennessee.) In none of those proceedings did the settle- 
ment actually reserve the liberalized depreciation issue or 
provide that the pipeline agreed to make such refunds as 
the Commission might order. 

In the case of American-Louisiana and Michigan-Wis- 
consin, unlike Natural, no evidence had been introduced 
on the question of the treatment of liberalized deprecia- 
tion, and the issue was confined to whether a return should 
be allowed on accumulated deferred taxes as formerly 
prescribed in the Northern Natural case, 25 FPC 431. A 
further hearing would have been required before flow- 
through could be implemented. For that reason the Octo- 
ber 1, 1965 date was agreed upon in settlement negotia- 
tions (which also provided for certain other reductions in 
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Michigan-Wisconsin’s rates) as the date by which a 
Commission decision on this matter after hearing could 
have been reached. Thus there was avoided the necessity 


(3) American Louisiana Pipeline Co., 31 FPC ....., Docket No. 
G-18419, June 23, 1964; Michigan Wisconsin Pipe Line Co., 31 
FPC , Docket No. RP64-38, June 23, 1964; Panhandle Eastern 
Pipeline Co., 31 FPC ....., Docket No. RP64-18, March 30, 1964; 
aie Gas Co., 31 FPC ....., Docket No. RP64-19, March 30, 
1964. 
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for such a hearing while Alabama-Tennessee was being 
reviewed in the courts. 

With respect to Panhandle and Trunkline, the situation 
is even less analogous. Neither of these companies were 
subject to any contingent liability with respect to their 
use of liberalized depreciation and neither had pending 
rate increase proceedings. Instead, as a result of in- 
formal representations made by the Commission’s staff 
following its review of the pipelines’ earnings for calendar 
year 1963, the two companies, as part of an overall pro- 


posal which involved filing immediate rate reductions, 
agreed also to file further reductions to reflect the flow- 
through of liberalized depreciation as of October 1965, 
contingent upon the outcome of the Alabama-Tennessee 
ease. 
The Commission further finds: 

(1) Natural will maintain a growing or stable plant 


for the foreseeable future. 

(2) Rate flow-through will effectively and substantially 
promote expanded plant investment by Natural and will 
best implement the fundamental objective of Section 167 
of the Internal Revenue Code, to benefit the national 
economy by stimulating plant modernization and expan- 
sion. 

(3) Accumulated “deferred tax” balances should be 
maintained intact and retained by Natural as a contin- 
gency reserve (not a segregated fund) and withdrawn only 
to offset any increased taxes resulting from a decline in 
overall tax depreciation deductions, attributable to earlier 
use of liberalized depreciation, on all depreciable proper- 
ties used in rendering public service, below the level of 
the normal tax deductions under straight-line deprecia- 
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tion, or until amortized pursuant to a plan approved by 
the Commission. 

(4) There is no present factual justification for normal- 
izing the rates of Natural after the date of issuance 
of our Opinion No. 417, Alabama-Tennessee Natural Gas 
Co., 31 FPC , Docket No. G-5471, et al., on February 
3, 1964, so that rates should reflect only the actual taxes 
currently payable based upon the cost of service set forth 
in the stipulation of June 21, 1962. 

(5) Natural is not entitled to any return on accumu- 
jated amounts in Account 282, Accumulated Deferred In- 
come Taxes-Liberalized Depreciation, so that amounts in- 
eluded in Account 282 should be excluded from the rate 
base. 

(6) Natural should file reduced rates, and should make 
refunds for the period commencing February 3, 1964 to 
reflect the flow-through of tax reductions resulting from 
the application of Section 167 of the Internal Revenue 
Code and to reflect the deduction from its rate base of 
balances in Account 282. 
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The Commission orders: 

(A) Within 30 days of the date that the decision in 
Alabama-Tennessee, Opinion No. 417, becomes final, Nat- 
ural shall file new rate schedules, effective immediately, 
reflecting the lower Federal income tax allowance and the 
lower rate base referred to above conforming to the stip- 
ulation of June 21, 1962, and satisfactory to the Commis- 
sion. 

(B) Within 30 days of the date of issuance of the 
order Natural shall refund to its jurisdictional customers 
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for the period from February 3, 1964, to the date of 
refund the difference between the amounts collected and 
those which would have been collected for such period 
under the rate schedules required to be filed by this para- 
graph, together with interest at the rate of 7 percent per 
annum from the date of payment to Natural to the date 
of refund. 

(C) Within 30 days of making the refunds required 
by Paragraph (B) Natural shall report to the Commission 
in writing and under oath the details of its calculations 
resulting in the refunds together with copies of releases 
from each of its jurisdictional customers. 

By the Commission. Commissioner O’Connor concurring 
in the result filed a separate statement appended 
hereto. Commissioner Black dissenting in part 
filed a separate statement appended hereto. 

(Seal) 

/s/ Joseph H. Gutride 
Secretary. 
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Natural Gas Pipeline Company) 
of America ) 


(Issued March 18, 1965) 


Docket No. RP61-S 


O’Coxnor, CoMMISSIONER, concurring in result: 

In view of my disagreement with the principles enun- 
ciated in Alabama-Tennessee Natural Gas Co., 31 FPC 
208 (1964), I am compelled to make a short statement of 
my position in this proceeding. I adhere to my separate 
views expressed in that opinion. See my dissenting state- 
ment, 31 FPC, at 232, and Commissioner Woodward’s dis- 
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senting statement, 31 FPC, at 222, with which I expressly 
joined. Nevertheless, a majority of the Commission en- 
dorses that opinion, which is presently being reviewed by 
the courts. Pending reversal by judicial decision or other- 
wise, I believe it proper to accept it as the governing ex- 
pression of Commission policy. Accordingly, I join in 
consideration of the primary issue in this proceeding: 
the appropriate date, considering the settlement involved 
herein, that the policy is to be implemented. For the 
reasons stated by the majority, I agree that the date ap- 
plied in Alabama-Tennessee should also be followed in 
this proceeding. 
/3s/ L. J. O’Connor, Jr. 
Commissioner 
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Natural Gas Pipeline Company ) Docket No. RP61-8 


of America ) 
(Issued March 18, 1965) 


Brack, Commissioner, dissenting in part: 

I disagree with the majority opinion because its effect 
is to withhold from the customers of Natural Gas Pipe- 
line Company in the Chicago area the sum of $28.5 
million, plus interest, which rightly belongs to them and 
to their retail consumers who, for the past four years, 
have been paying more than they should for gas service. 
The Commission should order Natural to refund the 
excess revenues collected by reason of its “normalized” 
treatment of liberalized depreciation for the entire period 
the inflated rates have been in effect; that is from March 
1, 1961, to the present. 
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This proceeding was initiated by Natural in October, 
1960, under Section 4 of the Natural Gas Act for the 
purpose of raising its rates. The proposed rates were 
suspended by Commission action and set for hearing. The 
suspension period expired and the higher rates became 
automatically effective March 1, 1961, subject to refund 
of all amounts collected above the rate which the Com- 
mission would, under normal circumstances, determine to 
be just and reasonable. The parties, however, after full 
hearing entered into a settlement agreement which the 
Commission approved in October of 1962, and which pro- 
vided, inter alia, for refund of excess revenues collected 
from and after March 1, 1961. Not resolved by the parties 
was the question of the proper rate-making treatment 
of liberalized depreciation. The settlement agreement by 
its terms reserved this issue for later determination by 
the Commission “in these proceedings,” and provided that 


should the Commission decide the “flow-through” method 
of tax computation to be proper, then Natural would 
“make such further refunds, with interest at 7 per cent 
per annum from the 20th day of each month in which 
each excess payment was collected, to the date Natural 


refunds such excess payment. * * *” 


It is not at all uncommon in settlement proceedings or, 
for that matter, in fully adjudicated cases, for the parties 
or the Commission to reserve an issue for subsequent 
determination. When the severed issue is decided, unless 
specific provision is made to the contrary, it will relate 
back in time, utilizing the same test period, and fit into the 
agreement or the decision of the Commission just as if it 
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had been decided along with the other issues.() No con- 
trary intent was evidenced by the parties to the settle- 
ment agreement in this case, nor do the circumstances 
here warrant contrary treatment by the Commission. 

The majority erroneously relates the refund period here 
to the date of our decision in Alabama-Tennessee. While 
it is true that that decision stands for the proposition that 
flow-through is the proper rate-making treatment of liber- 
alized depreciation—the same issue that was reserved in 
the instant case—it was not in the contemplation of the 
parties that Alabama-Tennessee was, as such, the missing 
piece. They could easily have made such provision in 
their settlement agreement, but that document doesn’t 
mention Alabama-Tennessee. A matter of such vast im- 
portance and involving so many millions of dollars in 
refunds would hardly have been left to inference. If the 
parties to this case intended that application here of a 
legal and policy decision to be made some time in the 
indefinite future in another case, would be prospective 
from the date that case was decided, clearly they would 
have said so. It is especially noteworthy that the Com- 
mission order in Alabama-Tennessee and in the other 
dockets reserving the issue of liberalized depreciation did 
expressly provide that its future orders resolving that 
issue would have prospective effect only.) 


@) Cities Service Gas Company, Docket No. G-18799, issued 
March 27, 1961, 25 FPC 582; Opinion No. 396, issued July 15, 
1963, 30 FPC 158. 

©) Alabama-Tennessee Natural Gas Company, Opinion No. 360, 
issued June 13, 1962; American Louisiana Pipe Line Company and 
Michigan-Wisconsin Pipe Line Company, Opinion No. 363, issued 
September 17, 1962; El Paso Natural Gas Company, Opinion No. 
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The Commission rather defensively maintains that while 
it cowd pick a date earlier than the date Alabama-Tennes- 
see was decided for the computation of refunds, it isn’t 
required to do so. I disagree. The settlement agreement 
constitutes a contract which this Commission is not em- 
powered to rewrite for the parties. This case was settled, 
with our approval, between Natural and its customers on 
certain definite terms and conditions. One such condi- 
tion was that should flow-through be decided properly to 
control Natural’s use of 
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liberalized depreciation for rate-making purposes, then 
Natural would make further refunds reflecting the excess 
revenues, with interest, from “the 20th day of each month 
in which excess payment was collected * * *.”’—not each 
month after Alabama-Tennessee was decided. Indeed, it 
would seem most unlikely that responsible business man- 
agement would arrive at an understanding affecting mil- 
lions of dollars, and leave the measurement of this sum 
to the uncertain future determination by this Commission 
of a similar controversy in another case. It may be con- 
ceded that the parties, mindful of the pendency of Ala- 
bama-Tennessee, recognized the necessary applicability 
of whatever decision the Commission might make in the 
case, to the facts of the instant case. But it does not 
follow at all that the date of the Alabama-Tennessee deci- 
sion was intended to affect the amount of refunds. Our 
decision in Alabama-Tennessee might have been months 
away or years away. It is impossible for me to believe 


366, issued October 19, 1962; Southern Natural Gas Company, 
Opinion No. 379, issued February 18, 1963. 
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that settlement of Natural’s rate case was arrived at with 
such a huge variable intended—one not related to any 
substantive issue of law, fact, or policy. 

This Commission approves settlements only if all the 
parties agree to the settlement. Here we have approved 
one settlement on the basis of which the parties discon- 
tinued their litigation. We are now, three years later, 
imposing on them an entirely different “settlement.” In 
my opinion the parties clearly would not have consum- 
mated their agreement had they known what would hap- 
pen to it at the hands of the Federal Power Commission. 

It may be that Natural made a bad bargain; but a bar- 
gain it was, nonetheless, and it is not incumbent on us 
to relieve them of it. The majority justifies the result on 
“equitable” grounds. The gas consumers in the Chicago 
area who are, in the final analysis, being compelled to 
bestow a windfall of more than $30 million on Natural 


Gas Pipeline Company of America, will surely be sur- 
prised to learn that this constitutes “equity” in the view 
of the Federal Power Commission. 


/s/ David S. Black, 
Commissioner 
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City of Chicago Application and Petition for Rehearing 
and Modification of Order and Other Relief, RP61-8, re- 
ceived April 16, 1965. 


United States of America 
Berore THE 
FEDERAL POWER COMMISSION 


In the Matter of 

Natvcrat Gas Piretine Company 

oF AMERICA Docket No. RP61-S 
Application and Petition for 

Rehearing 


APPLICATION AND PETITION FOR 
REHEARING AND MODIFICATION 
OF ORDER AND OTHER RELIEF. 


Raymonp F. Simon 

Corporation Counsel of the 

City of Chicago 

Room 511—City Hall 

Chicago, Illinois 

Matuias M. Mattern 

Assistant Corporation Counsel in 

Charge of Public Utilities Division 
Attorneys for City of Chicago 
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United States of America 
BerorE THE 
FEDERAL POWER COMMISSION 
Narvurat Gas Pirettne ComPpaxy 
or AMERICA 7 hes 
Application and Petition for Docket so. REGS 
Rehearing 
APPLICATION AND PETITION FOR 
REHEARING AND MODIFICATION 
OF ORDER AND OTHER RELIEF. 
To the Honorable, the Federal Power Commission: 
Comes now the City of Chicago (hereinafter referred 
to as City) an intervenor in the above entitled proceeding, 
and pursuant to Section 19 of the Natural Gas Act (15 
USCA, 717 r.) and Section 1.34 of the Rules of Prac- 
tice and Procedure of the Federal Power Commission, 


and states that it is aggrieved by the Commission's order 
entered on March 18, 1965 (Opinion 456) in the above en- 
titled matter, and files this application for reconsideration 
of said Order and for a Modification of said Order and 
for such other relief as may be appropriate under the 


premises. 
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Said Order provides that, 

(A) within 30 days of the date that the decision in 
Alabama-Tennessee, Opinion No. 417, becomes final, Nat- 
ural shall file new rate schedules, effective immediately, 
reflecting the lower Federal Income tax allowance and 
the lower rate base referred to above conforming to the 
stipulation of June 21, 1962, and satisfactory to the Com- 
mission. 
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It is further provided that, 

(B) within 30 days of the date of issuance of the 
Order Natural shall refund to its jurisdictional customers 
for the period from February 3, 1964, to the date of re- 
fund the difference between the amounts collected and 
those which would have been collected for such period 
under the rate schedules required to be filed by this 
paragraph. together with interest at the rate of 7 per- 
cent per annum from the date of payment to Natural to 
the date of refund. 

It is further provided that, 

(C) within 30 days of making the refunds required 
by Paragraph (B) Natural shall report to the Commis- 
sion in writing, and under oath, the details of its eal- 
culations resulting 
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in the refunds together with copies of releases from each 
of its jurisdictional customers. 

This Application and Petition for Rehearing and Modi- 
fication of the Order and other Relief, is based upon each 
and all of the errors, objections and grounds set forth 
in the following specifications of error, grounds for modi- 
fication and grounds for other relief. Each matter set 
forth in this specification of error and ground for modi- 
fication and ground for relief relied upon constitutes an 
objection and exception to the Order of the Commission 
and the Commission erred in every such respect. 


PRELIMINARY STATEMENT 


Natural Gas Pipeline Company of America (Natural) 
and Peoples Gulf Coast Natural Gas Pipeline Company 
(Peoples Gulf), which was subsequently acquired by Nat- 
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ural, filed on August 29. 1960 Revised Tariff Sheets which 
would increase rates effective October 1, 1960. These 
filings were made under Section IV of the Natural Gas 
Act. 

5139 


Increased rates went into effect on March 1, 1961 and 
the increased rates were duly passed on to the customers 
in the form of higher rates which the consumers are 
still paving today. 

Subsequent to the conclusions of the hearings and the 
filing of its initial Brief on February 27, 1962, Natural 
prepared and submitted to the parties to the proceeding, 


jneluding the Commission’s Staff, a proposal for settle- 


ment of the issues in this proceeding. Following several 
conferences of the parties, a Stipulation and Agreement 
to Terminate Proceedings. was prepared by Natural’s at- 
torneys and incorporated in the record and made part 
thereof, on June 21, 1962. The Commission accepted and 
approved the Stipulation and Agreement without change 
by Order issued October 25, 1962 in Opinion No. 367. 

The Settlement and Agreement reserved two issues and 
at the same time approved an immediate refund in excess 
of $8,800,000 to jurisdictional customers of Natural cov- 
ering the period from March 1, 1961 when Natural be- 
gan collecting filed rates under bond, until the date upon 
which the Agreement became effective. 
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The Stipulation and Agreement was entered into by 
all parties to the proceeding except intervenors, Fuels 
Research Council. Inc. et al. They objected to the pro- 
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posed settlement on the ground that the rate design did 
not enable Natural to recover, through the commodity 
component of its tariff, all expenses classified as com- 
modity costs. This issue was decided by the Commission 
in Opinion No. 367, supra. Paragraph B of the Commis- 
sion’s Order in Opinion No. 367, stated: 

“The settlement of the proceeding in Docket No. 
RP61-8 as set forth in Natural’s proposed Settlement 
Agreement is hereby approved and made effective 
subject to the terms and conditions hereinafter or- 
dered.” 

The Stipulation and Agreement contained the following 
provisions among others: 
Section IV(2) 

“The question of whether Natural, in computing 
its cost of service for rate purposes, should com- 
pute its Federal income tax expense allowance by 
‘normalizing’ such taxes to eliminate the effect of 
Section 167 of the Federal Internal Revenue Code 


which relates to ‘accelerated’ or ‘liberalized’ deprecia- 
tion, or by utilizing the principle of ‘flow through’ 
of the tax effect of the use of such ‘accelerated de- 
preciation’ deductions for tax purposes, as proposed 
and defined by the City of Chicago in these proceed- 
ings, rather than the 
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‘normalization’ method, shall be determined by an 
adjudication by the Commission in these proceedings 
and this issue shall not be terminated by approval 
of the settlement proposed hereunder. 

To permit a resolution of this issue at the earli- 
est possible date, however, all parties hereto request 
that in lieu of any intermediate decision proceedings 
herein, the Commission render a final decision with 
respect to such issue and, pursuant to the require- 
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ments of Section 1.30(c) of the Commission’s Rule 
of Practice and Procedure, request the opportunity to 
file briefs relating to this issue, inclusive of pro- 
posed findings and conclusions. in accordance with 
a briefing schedule to be prescribed by the Commis- 
sion, and to thereafter present oral argument to the 
Commission relating thereto; each party, subject to 
the aforegoing, reserving its right to apply for re- 
hearing and petition for judicial review of the Com- 
mission's decision with respect to such issue. 

In the event it shall be determined in these pro- 
ceedings by a valid and final order of the Commnis- 
sion that Natural in computing its cost of service 
in these proceedings, must utilize the above men- 
tioned ‘flow through* method of tax computation, 
Natural, subject to its right to seek judicial review 
thereof, shall make such further refunds, with in- 
terest at TS per annum from the 20th day of each 
month in which each excess payment was collected, 
to the date Natural refunds such excess payment, as 
shall result from the reduction, if any, in the level of 
any of the rates contained in its FPC Rate Schedules 
that may be required by the Commission at the time 
of such order: provided, however, that Natural’s ob- 
ligation to make a refund hereunder shall not become 
effective unless and until the aggregate sum refund- 
able under this Paragraph (2) shall be equal to 
$100,000. 
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Tt is agreed that the difference between the de- 
preciation deduction used in computing the Federal 
Income Tax allowance by use of the above mentioned 
‘normalization’ method, which is included in the cost 
of service of $137,014,825 and the depreciation deduc- 
tion for such tax allowance purposes, relative to such 
cost of service. which would have resulted from use of 
the above mentioned ‘flow through’ method, is $7,928.- 
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320. Any refunds and/or rate reductions made by 
reason of this Section IV (2) shall be made as de- 
scribed in the last paragraph of Section IV (1) above.” 


SPECIFICATIONS OF ERRORS 
1; 
IT WAS ERROR FOR THE COMMISSION TO 
ABROGATE AND DISREGARD STIPULATION 
AND AGREEMENT OF JUNE 21, 1962 WHICH 
WAS APPROVED BY THE COMMISSION ON 
OCTOBER 25, 1962 AND WAS VOLUNTARILY 
ENTERED INTO BETWEEN THE PARTIES 
IN THIS PROCEEDING. 


(A) It was error for the Commission, contrary to the 
intention of the parties, to abrogate the Stipula- 
tion and Agreement by relating the refund period 
in this proceeding to the refund period in Ala- 
bama-Tennessee. 

The Commission in overruling the position of Staff 


Counsel, the City of Chicago and the Wisconsin Public 
Service Commission 
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admittedly disregard the Stipulation and Agreement of 
June 21, 1962, when, on page 6 of Opinion No. 456, it 
stated: 

“We think the most equitable resolution of this 
matter is to put Natural on a par with Alabama- 
Tennessee.” 

The Stipulation and Agreement did not call for a resolu- 
tion of the issue of “normalization” vs. “flow through” 
on the basis of a determination in Alabama-Tennessce. 
There was no mention of Alabama-Tennessee in the Stipu- 
lation and Agreement, although both parties were aware 
of those proceedings. 
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Section IV(2) of the Stipulation and Agreement, pro- 
vides as follows: 

“The question of whether Natural... should com- 
pute its Federal income tax expense allowance by 
‘normalizing’ such taxes... or... by utilizing the 
principle of ‘flow through’ of the tax effect 
shall be determined by an adjudication by the Com- 
mission in these proceedings. .. .’? (Emphasis sup- 
plied.) 

The sole question to be decided by the Commission is as 
stated, “normalization” vs. “flow through”, in these pro- 
ceedings. From there on, the Stipulation and Agreement 
delineated the sequence of events which would follow. 
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The City introduced uncontroverted evidence in the 
record of this case, on November 6, 1961. The City placed 
evidence in the record through a qualified witness sup- 
porting its contention that “flow through” was the proper 
rate treatment of liberalized depreciation. Natural, the 
other parties, and Commission’s Staff, relying on the 
established Commission policy of “normalization, offered 
no evidence, being satisfied with relatively scant cross- 
examination of City’s witness. 

Therefore, there is uncontroverted evidence in the rec- 
ord “in these proceedings for the Commission to find, as 
it did, that Natural should ‘flow through’ the benefits of 
accelerated depreciation”. This being established, it was 
error for the Commission to assume that it had to deter- 
mine the equitable solution of this matter based on the 
treatinent it afforded Alabama-Tennessee in the latter’s 
rate proceeding. 
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The Commission tacitly admits that it is disregarding 
the Stipulation and Agreement by the statement, on page 
6 of the Opinion, which relates the refund period in this 
proceeding to its decision in 
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Alabama-Tennessee, (Opinion 417, issued February 3, 
1964). as follows: 

“We think the most equitable resolution of this 
matter is to put Natural on a par with Alabama- 
Tennessee.” 

The Commission by its “equitable resolution of the mat- 
ter” which abrogates the Stipulation and Agreement en- 
tered into between the parties and approved by the Com- 
mission, is discouraging participants in proceedings be- 
fore it from entering into any settlements in the future. 
This is notwithstanding the statement of the U.S. Court 
of Appeals for the Fifth Circuit, in Texas-Eastern Trans- 


mission Corporation v. Federal Power Commission, 1962, 
306 Fed. 2d 345 at 347, 348 where the Court stated: 


. . . Commission approved voluntary settlements 
are an important and desirable mechanism as the 
Commission undertakes the staggering burden of deal- 
ing with the ceaseless flow of the ever-more com- 
plicated problems facing an inadequate staff as a 
result of the celebrated 1954 Phillips decision. (Phil- 
lips Petroleum Company v. Wisconsin; 1954, 347 
U.S. 672.) Consequently, settlements should be en- 
couraged, not discouraged.’? (Emphasis supplied.) 
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The Court stated further: 


“... One sure way to discourage voluntary settle- 
ments is for the Commission, at the behest of one 
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party or the other, or obiquitous intervenors, to read 
into contracts things which are simply not expressed, 
or not there...’’ 
Contrary to the admonition of the Court, this is just 
what the Commission did. It read its prospective-looking 
decision in Alabama-Tennessee into the Stipulation and 
Agreement in this proceeding. This is contrary to the law 
and the Commission erred in this respect. 
The Commission in issuing its Order in Opinion No. 456 
necessarily had to “read into” the settlement something 
which was not there, namely: 
that Natural shall make further refunds from the 
20th day of each month after Alabama-Tennessee 
was decided... 

when, in reality, the Stipulation and Agreement called for: 


“Section IV(2) ... Natural . . . shall make such 
further refunds ... from the 20th day of each month 
in which the excess payment was collected...” 


The Commission, in reading its forward looking deci- 
sion in Alabama-Tennessee into the Stipulation and Agree- 
ment in this proceeding, ignored the fact that the parties 
in no way intended that the decision in Alabama-Tennessee 
should determine the effective date 


5147 


of refunds in this proceeding. The Commission asserts 
this is equitable and by its proposal of an “equitable reso- 
lution of the matter”, chooses to ignore the terms of the 
Stipulation and Agreement. This total disregard for the 
Stipulation and Agreement is best shown by the time 
sequence of events leading up to the settlement. Between 
the time the settlement was submitted to the City (May 
10, 1962) and the time it was placed in the record (June 
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91, 1962), the Commission issued its Order of June 13, 
1962 in Alabama-Tennessee providing for oral argument 
in the latter case on the issue of “liberalized deprecia- 
tion” and participation by any party that wanted to be 
heard inasmuch as the Commission had previously indi- 
cated its desire to reexamine the matter. 

The parties to the Settlement were familiar with this 
Order and, if they had desired to do so, could have tied 
the Settlement to the Commission’s decision in the Ala- 
bama-Tennessee case. They did not desire to do so. 

The Commission, in order to justify the abrogating of 
the terms of the Stipulation and Agreement by relating 
to the effective date of the refund in this proceeding to 
the effective date of 
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its decision in Alabama-Tennessee, states on page 6 of 


the Opinion: 

“If we had chosen to utilize the instant case rather 
than the Alabama-Tennessee proceeding as the ve- 
hicle for reconsidering our previous policy, we would 
have applied our new policy of flowing through the 
tax benefits resulting from the use of liberalized de- 
preciation and deducting the accumulated reserves 
from the rate base prospectively only as we in fact 
did in Alabama-Tennessee.” 

This statement completely ignores the fact that in 
Alabama-Tennessee there was no settlement. Without a 
binding settlement, the Commission had a free hand in 
Alabama-Tennessee to establish policy. In making this 
statement. the Commission chooses to ignore that when 
the issue of liberalized depreciation was reserved in Ala- 
bama-Tennessee (Opinion 360), the Order expressly pro- 
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vided that the future order would operate prospectively 
only. This fact was recognized by Commissioner Black in 
his dissenting opinion, on page 2, wherein he stated: 
“It is especially noteworthy that the Commission 
order in Alabama-Tennessee and in the other dockets 
reserving the issue of liberalized depreciation did ex- 
pressly provide that its future order resolving that 
issue would have prospective effect only.@ 


5149 


(B) It was error for the Commission not to order 
refunds retroactive to March 1, 1961 as required 
by the Stipulation and Agreement. 


The Commission erroneously states, on page 4 of the 
Opinion that: 

“”. . there is no language in the settlement which 
can be fairly interpreted as requiring us to order re- 
funds retroactive to the date the rate increase was 
put into effect by Natural.” 

The Stipulation and Agreement when fairly interpreted, 
show a clear intent to order refunds retroactive to the 
date on which the increased rates were put into effect by 
Natural. Referring to Paragraph 3, Section IV(2) which 
reads: 

“... Natural... shall make such further refunds, 
with interest at 7% per annum from the 20th day of 
each month in which each excess payment was col- 


lected, to the date Natural refunds such excess pay- 
ment...” 


@) Alabama-Tennessee Natural Gas Company. Opinion No. 360, 
issued June 13, 1962; American Louisiana Pipe Line Company 
and Michigan-Wisconsin Pipe Line Company. Opinion No. 363, 
issued October 19, 1962; Southern Natural Gas Company. Opinion 
No. 379, issued February 18, 1963.’’ 
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Natural has collected these excess payments since March 
1, 1961. The language of the Stipulation and Agreement 
is clear and only a strained interpretation could estab- 
lish a date other than March 1, 1961 as the date on which 
Natural should refund the excess payments collected. 
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Tt should also be pointed out that the use of the word 
“further” in Section [V(2), Paragraph 3 of the Stipula- 
tion and Agreement before “refunds” relates the then 
eminent refund of $8,800,000, when the Stipulation and 
Agreement became effective to refunds in accordance with 
refunding procedure as set forth, should City’s position 
to “flow through” for Natural be adopted by the Com- 
mission. Since the $8,800,000 refund was retroactive to 
March 1, 1961 the use of the word “further” in relating 
the two separate refunds, indicates the intent of the par- 
ties to relate the then agreed-upon refund to such fur- 
ther refund, should the City’s position be sustained. 

The policy of the Commission with reference to refunds 
in settlement proceedings is amply set forth by Commis- 
sioner Black, in his dissent, wherein he states: 

“It is not at all uncommon in settlement proceed- 
ings or, for that matter, in fully adjudicated cases, 
for the parties or the Commission to reserve an issue 
for subsequent determination. When the severed is- 
sue is decided, unless specific provision is made to 
the contrary, it will relate back in time, utilizing the 
same test period, and fit into the agreement or deci- 
sion of the Commission just as if it had been decided 
along with other issues: (Cities Service Gas Company, 
Docket No. G-18799, issued March 27, 1961: 25 FPC 
582, Opinion No. 396 issued July 15, 1963; 30 FPC 
158.)’’ 


412 


(5152) 


5151 


Neither the parties to this Stipulation and Agreement, 


nor the Commission in approving the Stipulation and 
Agreement, evidenced any intent to have the decision of 
the Commission applied prospectively: but, on the con- 
trary, the Settlement evidences and sets forth in detail 
the intent to make future refunds retroactive to the date 
on which the excess payments were collected, should the 
Commission adopt the City’s position of “flow through”. 


(C) It was error for the Commission to abrogate the 
Stipulation and Agreement in any respect. 

It is clear that the Commission abrogated the terms 
of the Stipulation and Agreement by paragraph (A) of 
the Order, in ordering that: 

“. , . Natural shall file new rate schedules, effec- 
tive immediately, reflecting the lower Federal in- 
come tax allowance and the lower rate base referred 
to above (Findings 5 and 6) conforming to the stipu- 
lation of June 21, 1962...” 

This contravenes the settlement agreement, since, as 
one of the considerations in the Stipulation and Agree- 
ment, the City waived the deduction of the accumulated 
deferred tax amount of 
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approximately $8,800,000, in computing the rate base and 
cost of service for the test year. While this “equitable 
resolution of the matter’? would be favorable to Chicago 
gas consumers, it is only pointed out for the purpose of 
showing that the Commission completely disregarded the 
Stipulation and Agreement as regards to deferred taxes, 
and in doing so erred. 
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The Commission approved the Settlement on the basis 
that the parties hereto would cease their litigation and 
reserved two issues for the determination of the Com- 
mission. The City is now presented with an Order of the 
Commission imposing an entirely different settlement on 
the parties. To be sure, the City would not have consun- 
mated this Agreement had they known that the Federal 
Power Commission would impose a settlement other than 
the one consummated. 


Il. 


IT WAS ERROR FOR THE COMMISSION TO 
EXCEED ITS POWERS UNDER THE NATURAL 
GAS ACT BY ESTABLISHING THE EFFECTIVE 
DATE OF REFUNDS IN THIS PROCEEDING AT 
A DATE OTHER THAN THE DATE ON WHICH 
THE INCREASED RATES BECAME EFFECTIVE. 


The Supreme Court of the United States declared as 


early as the Hope Natural Gas case, 320 U.S. 591, 610 
that the primary aim 
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of the Natural Gas Act was: 

. to protect consumers against exploitation at 
the hands of natural gas companies;” also Sunray 
Mid-Continent Oil Company v. F.P.C., 80 8. Ct. 1392; 
364 U.S. 137. 

The Supreme Court of the United States has interpreted 
the power of the Federal Power Commission under the 
Natural Gas Act in protecting the consumers, as follows: 
“The powers of the Commission are defined by 

§§ 4(e) and 5(a) ... The basic power of the Com- 
mission is that given it by § 5(a) ... All that § 4(e) 
does, however, is to add to this basie power in the 
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case of newly changed rates or contracts ... The 
further powers (1) to preserve the status quo pend- 
ing review of the new rate by suspending its opera- 
tion for a limited period, and (2) thereafter, to make 
its order retroactive, by the means of the refund pro- 
cedure, to the date the change became effective.” 
(Emphasis supplied.) United Gas Pipeline Company 
v. Mobile Gas Corporation, 350 U.S. 332, 341 (1956) ; 
and Federal Power Commission v. Hunt, 376 U.S. 
515, 522 (1964). 

In establishing the refund period in this proceeding, 

the Commission on page 6 of its Opinion, stated: 

“We think the most equitable resolution of this 
is to put Natural on a par with Alabama-Tennessee. 
We shall therefore order refunds back to February 
3, 1964.” (Emphasis supplied.) 
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In making the foregoing statement, the Commission erred 
in ignoring the fact that this was a Section 4(e) pro- 
ceeding and its powers under Section 4(e) as interpreted 
by the Supreme Court of the United States do not in- 
clude the power to make the Order under a Section 4(e) 
proceeding retroactive to any date which the Commission 
might feel equitable, but specifically relates the retro- 
activity of the Commission’s Order to the date the rate 
change became effective. (United Gas Pipeline Company 
v. Mobile Gas Corporation, 350 U.S. 332, 341 (1956). The 
date, on which the rates became effective in this pro- 
ceeding, was March 1, 1961; and the Federal Power Com- 
mission does not have the power to make refunds effec- 
tive on any other date. 

Commissioner Black in his dissent, fully agrees with 
the position of the City that the refund should relate back 
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to the date the increased rates went into effect when he 
states: 

“The Commission should order Natural to refund 
the excess revenues collected by reason of its ‘nor- 
malized’ treatment of liberalized depreciation for the 
entire period the inflated rates have been in effect; 
that is from March 1, 1961 to the present.” 
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The Commission states. on page 4+ of the Opinion, that: 
“... there is no language in the settlement which 
ean fairly be interpreted as requiring us to order re- 
funds retroactive to the date the rate increase was 
put into effect by Natural.” 
This is clearly erroneous since the settlement must be 
read in the setting of the Natural Gas Act. Section 4(e) 
of the Natural Gas Act carries out the purpose of the 
Natural Gas Act to protect the consumer by allowing new 
rates to go into effect after a five months’ suspension 
period, subject to refund of any amounts found to be 
excessive to the date the change became effective. 

In United Gas Pipeline Company v. Mobile, supra, the 
Supreme Court makes it quite clear that the power of 
the Federal Power Commission, under Section 4(e) is, 

“. . . (1) to preserve the status quo... for a 
limited period . .. and (2) thereafter, to make its 
order retroactive by the means of the refund pro- 
cedure, to the date the change became effective.” 

The Supreme Court did not say to make its Order retro- 
active to any date which the Commission feels would be 
equitable; and it is error in this proceeding for the Com- 
mission to relate the refund to any date other than March 
1, 1961, the date on which the increases became effective. 
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To allow the Commission, under a 4(e) proceeding, to 
make its Order retroactive to any date which it feels 
equitable, would not protect the gas consumers and would 
frustrate the purpose of the Natural Gas Act, as set forth 
by the United States Supreme Court in the Hope Natural 
Gas case, 320 U.S. 591, 610. 


Il. 


THE COMMISSION ERRED IN THAT ITS 
ORDER IS UNCLEAR AND AMBIGUOUS. 

The Order of the Commission is ambiguous in that 
Paragraph B thereof requires Natural within thirty days 
of the Order to refund to its jurisdictional customers 
for the period February 3, 1964 to date of refund, the 
difference between the amounts collected and those which 
would have been collected for such period under the 
rate schedules required to be filed by this Paragraph, 
together with interest. The ambiguity arises, inasmuch as 
to what the Commission meant by “the order”. Is it the 
instant Order, dated March 18, 1965, or an Order which 
the Commission may subsequently issue accepting rate 
schedules satisfactory to the Commission? The latter or- 
der seems the most logical, although new schedules could 
be accepted for filing without an order being issued. Also, 
the language in Paragraph B referring to “rate sched- 
ules to be filed by this paragraph”, is clearly in error, 
since no rate schedules are required to be filed by this 
paragraph. (Paragraph B) 
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Wherefore, the City of Chicago respectfully prays that 
the Commission: 


1) reconsider its Order and upon reconsideration modi- 


fy the same to comply with the terms of the June 
21, 1962 Stipulation and Agreement or, in the al- 
ternative, grant a rehearing thereon; 

grant oral argument before the Commission upon 
this Application and Petition for Rehearing and 
Modification of Order and Other Relief: 

grant to City such other and further relief as may 
be appropriate in the premises including but not 
restricted to clarification of said Order. 


Respectfully submitted, 

City Or Cuicaco, a Municipal 

Corporation, 

By /s/ Raymond F. Simon, 

Corporation Counsel 

/s/ M. M. Mattern 

Assistant Corporation Counsel in 

Charge of Public Utilities Division 
Attorneys for City of Chicago. 


State Of Illinois 
County Of Cook—ss. 


M. M. Mattern, being first duly sworn according to 
law, deposes and says that he is an Assistant Corpora- 
tion Counsel for the City of Chicago and that he is au- 
thorized on behalf of said City of Chicago to make this 
verification; that he has read the foregoing document and 
is familiar with the contents thereof, and that the facts 
set forth therein are true and correct to the best of his 
knowledge, information and belief. 


/s/ M. M. Mattern 


Subscribed and sworn to before me 
by said M. M. Mattern this 
15th day of April, 1965. 


Notary Public, Illinois. 


(5164) 


5164 


Natural Gas Pipeline Company of America Petition for 
Rehearing, RP61-8, received April 19, 1965. 


United States Of America 
Berore THE 
FEDERAL POWER COMMISSION 


In the Matter of ) Docket No. 
Natural Gas Pipeline Company Of America )  RP61-8 


PETITION FOR REHEARING 


Charles C. MeDugald 
William W. Brackett 
Attorneys for 
Natural Gas Pipeline 
Company of America 


Ross, Hardies, O’Keefe, 
Babeock, McDugald & Parsons 

122 South Michigan Avenue 

Chicago, Illinois 60603 

April 16, 1965 
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United States Of America 
Berore THE 
FEDERAL POWER COMMISSION 


In the Matter of ) Docket No. 
Natural Gas Pipeline Company Of America ) RP61-8 


PETITION FOR REHEARING 


Natural Gas Pipeline Company of America (Natural) 
here petitions for rehearing of the Commission’s Opin- 
ion No. 456, issued herein on March 18, 1965, on the 
grounds set forth hereinbelow. Natural files this Peti- 
tion, even though it recognizes that the Commission, in 
Opinion No. 456, correctly interpreted the contractual 
language of the Settlement Agreement entered into in 
these proceedings and approved by the Commission in 
1962. but further recognizes that such interpretation may 
be challenged by other parties, on appeal. A premise of 
this Petition is that the rate reduction proposal made by 
Natural in 1964 is not now effective, because not ac- 
cepted and approved by the Commission, as will be dis- 
cussed in Section I, hereinbelow. 

Proceedings Involved 

These proceedings involve only the question of the 
rate treatment of taxes deferred by use of liberalized 
depreciation for federal income tax purposes. The issue 
was originally reserved for later Commission disposition 
by the terms 
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of the Settlement Agreement herein, which was approved 
by Commission Opinion No. 367, issued October 25, 1962. 
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The briefing schedule which culminated in Opinion No. 
456 was ordered by the Commission pursuant to the filing 
by the City of Chicago of a Motion. the filing by Nat- 
ural of a rate reduction proposal, and an answer thereto 
by the City. 

In its rate reduction proposal, Natural agreed, in Sec- 
tion I A thereof, to reduce its rates as of October 1, 1965 
to reflect the principle of “rate base reduction” (the sub- 
traction of an amount from rate base equal to the bal- 
ance of the reserve for taxes deferred by use of liberalized 
depreciation for tax purposes), if the Commission ap- 
proved Natural’s rate reduction proposal, in whole. and 
if the “rate base reduction” principles were validly being 
applied by the Commission as of October 1, 1965. Specific 
reference was made to the appeal of Commission Opinion 
No. 417, the Alabama-Tennessee case, as a vehicle for 
court review of the principle. 

In Section I B of such rate reduction proposal, Natural 
agreed to further reduce its rates on the same date, sub- 
ject to the same conditions, to reflect the principle of 
“flow through” of taxes currently deferred by use of 
liberalized depreciation for tax purposes, but subject to 
the additional condition that such reduction not be made 
if Natural had by October 1, 1965, abandoned use of 
liberalized depreciation for tax purposes. 
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By Order of July 31, 1964, the Commission ordered 
that briefs be filed by the parties “on the matters pre- 
sented by the reserved issue of proper rate treatment of 
liberalized depreciation under Section IV, Paragraph 2 
of the Stipulation and Agreement in this docket.” 


422 


(5168) 


After briefs and oral argument herein, the Commis- 
sion issued its Opinion No. 456, dated March 18, 1965, in 
which the Commission: 

a. Ruled that Natural should apply the “flow 
through” principle, but as of February 3, 1964, rather 
than Natural’s proposed October 1, 1965 date or the 
City’s claimed March 1, 1961 date. 

b. Ruled that Natural should also apply the “rate 
base reduction’’ principle as of February 3, 1964. 

¢. Rules that the refunds and rate reductions flow- 
ing from (a) and (b) need not be effectuated until 
thirty days after Opinion No. 417 becomes final. 
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I. THE PROVISIONS OF NATURAL’S RATE RE- 
DUCTION PROPOSAL ARE NOT EFFECTIVE 


In its rate reduction proposal. filed with its Answer 
of May 19, 1964, Natural agreed to utilize “flow through” 
in computing its rates, to also utilize “rate base reduc- 
tion,” to not argue the question of whether those two 
policies are valid and to not contest the applicability of 
those two policies to Natural, if they are upheld as to 
Alabama-Tennessee. But those agreements were condi- 
tioned upon acceptance of all of Natural’s proposal, in- 
cluding use of the October 1, 1965 date. 

Opinion No. 456 does not accept such proposal, and 
Natural therefore believes that it is necessary, in view 
of the participation by other parties herein, that it take 
all steps necessary to preserve its position as to any 
court review that may be sought in these proceedings. De- 
spite the fact that the agreements contained in Natural’s 


423 


(5168) 


rate reduction proposal are not effective, since such pro- 
posal was not accepted, Natural nevertheless hereby re- 
news its offer to abide by such proposal, if it is approved 
by the Commission, in whole as as written. 
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II. THE COMMISSION'S “FLOW THROUGH” AND 
“RATE BASE REDUCTION” POLICIES ARE 
NOT VALID GENERALLY AND ARE NOT VAL- 
ID AS APPLIED TO NATURAL 

In its initial and reply briefs on the reserved liberalized 
depreciation issue in these proceedings, Natural sup- 
ported its rate reduction proposal, and therefore did not 
argue the question of whether the Commission's “flow 
through” and “rate base reduction” policies are valid, 
generally and, in particular, as applied to Natural. Nat- 
ural specifically reserved those questions for later ar- 
gument, however, if the Commission should fail to ap- 
prove Natural’s rate reduction proposal. (See pages 1-4 
of Natural’s initial brief on this reserved issue and pages 
1-2, point 1, of Natural’s reply brief.) 

Because the Commission has not vet approved Nat- 
ural’s rate reduction proposal, the validity of the Ala- 
bama-Tennessee policies has become again germane. How- 
ever, Natural has no illusions that the Commission is 
about to reverse its Alabama-Tennessee policies at this 
time. Therefore, Natural will not now lengthen this Peti- 
tion with an extended discussion of the defects in those 
policies. Suffice it to say at this point that Natural be- 
lieves that the Congressional intent underlying enact- 
ment of the “liberalized depreciation” sections of the In- 
ternal Revenue Code are contradictory to, and thus make 
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invalid, the policies of “flow through” and “rate base 
reduction.” Natural here again expressly adopts the views 
expressed in the briefs 
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of the Independent Natural Gas Association in the Ala- 
bama-Tennessee proceedings and of Arthur Anderson & 
Co., in the now pending appeal of such proceedings. 

Natural therefore excepts to, and requests the Com- 
mission to alter its finding in Opinion No. 456 that the 
Commission’s liberalized depreciation policies are valid, 
or, assuming arguendo their validity in other areas, that 
they are validly applicable to Natural. 
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Il. THE COMMISSION INADVERTENTLY ERRED 
IN OPINION NO. 456 BY ORDERING “RATE 
BASE REDUCTION” BY NATURAL, BECAUSE 
SUCH ISSUE WAS TERMINATED BY THE 
SETTLEMENT HEREIN AND THUS NOT RE- 
SERVED BY THE TERMS OF SUCH AGREE- 
MENT 

Natural’s briefs and arguments herein were directed 

to advocacy of approval of its rate reduction proposal, 
discussed in Section I, above. Therefore, Natural did not 
diseuss the specific terms of the reservation in the Set- 
tlement Agreement which was approved October 25, 1962, 
with regard to liberalized depreciation, other than with 
respect to the effective date of any rate change ordered 
pursuant thereto. Such date was discussed to show that 
the Commission was not “bound” to the March, 1961 date 
advocated by the City, and thus could approve Natural’s 
proposed October 1, 1965 date. 
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Since the Commission has not accepted the whole of 
Natural’s rate reduction proposal, and has issued its 
Order directing Natural to apply “rate base reduction,”’ 
it is now germane to examine the issue of “rate base 
reduction” in light of the prior proceedings in this docket 
and the resolution of issues by the Settlement Agreement. 

No extended discussion of whether “rate base reduc- 
tion’? was reserved as an issue by the Settlement Agree- 
ment is 
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necessary, since simply a matter of fact is involved. 
Reservation paragraph IV 2 of the Settlement Agree- 
ment, set forth in full at pages 3 and 4 of Opinion No. 
456, is the only reference to the liberalized depreciation 
matter in that Agreement. It states, in the first para- 
graph thereof, that the “question’’ reserved for “de- 
termination by an adjudication by the Commission in 
these proceedings,” and not “terminated by approval of 
the settlement proposed hereunder” is: 

“The question of whether Natural, in computing 
its cost of service for rate purposes, should compute 
its federal income tax expense allowance by ‘nor- 
malizing’ such taxes to eliminate the effect of Sec- 
tion 167 of the Federal Internal Revenue Code, which 
relates to ‘accelerated’ or ‘liberalized’ depreciation, or 
by utilizing the principle of ‘flow-through’ of the tax 
effect of the use of such ‘accelerated depreciation’ 
deductions for tax purposes, as proposed and defined 
by the City of Chicago in these proceedings, rather 
than the ‘normalization’ method, * * *” 

This reservation thus relates only to the question of 
“normalization” versus “flow through,”’ relative to “ac- 
celerated depreciation,” and, of course, makes no men- 
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tion of the “rate base reduction” question, since that ques- 
tion, in the form of its corrolary—return allowance on the 
component of Natural’s capitalization represented by the 
deferred tax reserve—had been raised as an issue in the 
proceedings before the Examiner, and had been termi- 
nated in the settlement negotiations and resultant Set- 
tlement Agreement, along with almost all other issues in 
this case, by settlement of the rate return issue. 
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This “rate of return on the deferred tax component of 
capitalization” issue was actively contested between the 
Staff and Natural. For example, the only brief filed in 
this docket on cost of service issues was Natural’s “Initial 
Brief,” filed February 27, 1962. In that brief, Natural 
devoted Section II B, pages 41 through 45, to a refutation 
of the efforts of Dr. Beidatsch, Staff rate of return wit- 
ness, to compute Natural’s rate of return by an allowance 
of 1.5% on the “deferred tax reserve portion of the capi- 
tal structure.” The entire discussion, in this regard, is 
directed to the theories of Dr. Beidatsch, because the 
witness for the City, Mr. Van Scoyoe, had not raised 
the “rate base reduction” or “return on deferred tax 
component” question. Thereafter, the rate of return ques- 
tion. and the “return on deferred tax” question (which 
was the form taken by the “rate base reduction” issue 
at that time) was terminated in the settlement, which 
was made on a gross dollar cost of service basis. No facet 
of it was reserved for later decision. Therefore, it is 
completely logical that the Settlement Agreement does 
not refer to, and did not reserve, the “rate base reduc- 
tion question.” 
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Natural’s 1962 brief did not discuss the “flow through” 
question at all, because Natural felt justified in relying 
on the then solidly established policy of the Commission 
of disapproving use of “flow through.’’ In the settlement 
negotiations 
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thereafter. however, Natural was forced to reserve the 
issue of “flow through” versus “normalization,” “as pro- 
posed and defined by the City of Chicago in these pro- 
ceedings,” to achieve agreement of the City to the set- 
tlement, which provided Natural and its customers with 
needed firm rates. 

But the issue “proposed and defined by the City of 
Chicago in these proceedings” was that of “flow through” 
versus “normalization.” and not “rate base reduction”’ 
or even “reduced return on deferred tax reserves.” Ex- 
amination of the only filings by the City of Chicago in 
these proceedings, prior to approval of the Settlement 
Agreement—the testimony and exhibits of Mr. Van Seoyoe 
—makes this fact clear. Mr. Van Seoyoe did not discuss 
or argue the rate base reduction question. His Exhibit 
Nos. 19 and 20 relate wholly to his theories as to the 
effect of “normalization.” on taxes and on ratepayers. 
His Exhibit No. 21 shows alternative results on the “ac- 
tual rate of return,” as he sees it, if accelerated deprecia- 
tion is not used for tax purposes, if it is used and nor- 
malized, and if used by “flow through,’”’ as he proposed. 


None of his alternatives took into account any “rate 
base reduction” or even “reduced return on deferred 


” 


taxes. 
Throughout Part II of Mr. Van Scoyoe’s testimony 
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(the part relating to liberalized depreciation), he refers 
to inclusion of allowances for “non-existent” income taxes 
and to “normalization.” His testimony is devoted wholly 
to opposition to 
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the “normalization’’ method. And that fact is shown clear- 
ly at mimeo pages 32-33 of Part II of his testimony, where 
he summarized his position by speaking only of his view 
that accelerated depreciation deductions should be used 
(flowed through) in computing the income tax allowance in 
cost of service. He makes no mention of “rate base reduc- 
tion” or “reduced return.’’ (At pages 33-34. Mr. Van 
Scoyoe discussed the amount of Natural’s deferred tax 
reserves, but again did not mention “rate base reduction” 
or even “reduced return” thereon.) 

It is thus clear that the question of “normalization’’ 
versus “flow through,’’ generally, and “as proposed and 
defined by the City of Chicago in these proceedings”— 
does not include the “rate base reduction’’ or “reduced 
return on reserves” question. This fact is further demon- 
strated by the last paragraph of Section IV 2 of the 
Settlement Agreement—the paragraph running from pages 
3 to 4 of Opinion No. 456. That paragraph sets forth 
the difference in current cost of service ($7,928,320) caused 
by normalization, so that if normalization were ordered, 
the results could be computed. No deferred tax reserve 
balance is so stated and reserved, however, to allow com- 
putation of “rate base reduction.” And this is perfectly 
reasonable, and consistent, since that issue was not re- 
served, but was, rather, settled in the settlement nego- 
tiations. 
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Since the “rate base reduction” issue was not reserved, 
and, since the issue of the return to be allowed on Nat- 
ural’s 
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accumulated deferred taxes was raised only by the Staff 
in these proceedings (ie., in the form of 1.5% on the 
“deferred tax portion of capital”) and concluded under 
the Settlement Agreement, the effect of the requirement 
in Opinion No. 456 that Natural now reduce its rates be- 
cause of “rate base reduction’? would be to give cumula- 
tive effect to this facet of Commission policy in its ap- 
plication to Natural. 

After completion of this Petition, but before reproduce. 
tion, Natural received a copy of the Petition For Re- 
hearing herein of the City of Chicago. At pages 16-17 
thereof, the City agrees that the issue of “rate base re- 
duction” was not reserved in the Settlement Agreement, 
but was, instead, “waived” by the City. The City uses 
this fact as a claimed illustration of an intentional “ab- 
rogation” of the Settlement Agreement by the Commis- 
sion. Natural, however, is confident that such fact was 
understandably overlooked, because no party has hereto- 
fore called it to the Commission’s attention. 

In view of the facts, and the City’s admission, Natural 
feels certain that upon reconsideration, the Commission 
will reshape its Order in recognition of the fact that the 
only means by which “rate base reduction” can be ac- 
complished in these proceedings is by approval of Nat- 
ural’s “rate reduction proposal.” 

Accordingly, Natural respectfully excepts to that por- 
tion of Opinion No. 456 which requires Natural to utilize 
“rate base reduction” principles. 
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THE COMMISSION ERRED IN APPLYING 
“FLOW THROUGH” TO NATURAL AS OF FEB- 
RUARY 3, 1964 

In its brief herein, Natural concentrated on showing, 
as the Commission has now quite properly held, that 
the Settlement Agreement of 1962 does not contractually 
bind Natural, or the Commission, to make the Alabama- 
Tennessee principles applicable to Natural as of March 
1, 1961, and that the Commission is free to adopt the 
October 1, 1965 date proposed in Natural’s “rate reduc- 
tion proposal.’’? In the give and take of oral argument, 
however, Natural stated its full position on the broader 
issues of timing. That position will be here restated. 

1. Natural’s 1962 Settlement Agreement, standing alone, 
did not impose a contractual duty to refund back to 
1961, but instead left the Commission free to choose a 
later date. On this contract interpretation point, the Com- 
mission, in Opinion No. 456, pages 4-5. held squarely in 
favor of Natural’s position. Natural’s prior briefs fully 
supported the Commission’s correct holding, and at this 
point Natural will simply make very brief comment. First, 
the position of the City of Chicago is that the Commis- 
sion has disregarded the Settlement Agreement because 
the Alabama-Tennessee date was chosen—that Alabama- 
Tennessee was “read into” the settlement. What is true, 
however, is that the Settlement Agreement left the Com- 
mission free to pick any date, and the Commission chose 
the Alabama-Tennessee date. As discussed below, Nat- 
ural believes the Commission is required, by its own sub- 
sequent action, to pick a later date. But not because the 
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Settlement Agreement requires it. On the Settlement 
Agreement point, the Commission is perfectly correct. 
The Settlement Agreement here left the Commission as 
free to pick a date as the Commission was in Alabama- 
Tennessee. 

The City’s second point is their repetition of the idea 
that a decision in a rate case must relate back to the 
effective date of the rates under examination. The City, 
in Section II, pages 17-21, of their Petition For Rehear- 
ing, cite cases which show that the Commission has the 
power to relate its decision, in a Section 4 case, back to 
such date. But they cite nothing which shows the Commis- 
sion must do so. And, as pointed out before, the Com- 
mission did not do so in Alabama-Tennessee itself, which 
the City implicitly is attempting to collaterally attack. 
Further, the City overlooks the “estoppel” effect of the 


Commission’s actions on the discretion originally allowed 
by the Settlement Agreement. 

In short, it is clear that the Commission was within 
its power—and correct—in utilizing a post-1961 effective 
date. The propriety of such precise date actually adopted 
will be examined below. 


2. Commission holdings, in Alabama-Tennessee (Opin- 


jon No. +17) and subsequently, have greatly limited the 
discretion and range of choice which was granted to the 
Commission by the Settlement Agreement herein, and 
approval thereof. 

a. In Opinion No. 417, the Commission adopted “flow 


(5179) 


5179 


through’’(*) and then quite properly adopted the posi- 
tion that such policy “would have only a prospective ef- 
fect on the rates and charges of the individual pipelines 
concerned.” But this means that the Commission ruled 
that it would not apply “flow through” to a company 
prior to the date the Commission finds that policy should 
be applied to that company. Opinion No. 417 did not pur- 
port to establish February 3, 1964 as a basie date of 
general applicability. Thus, the Commission erred in 
choosing February 3, 1964 as the date for application of 
“flow through” to Natural. The earliest date this could 
be legally done, under any theory and assuming the va- 
lidity of the principle, is the date on which Opinion No. 
456, herein, becomes final. (But see point b, below.) 

b. Since issuance of Opinion No. 417, the Commission 
has utilized dates, with regard to other pipelines, which 
are later than the date on which the Alabama-Tennessee 
policies were found applicable to the company involved. 
Each of these dates chosen for those companies were on 
or near the date proposed by Natural—October 1, 1965. 
Further, there are many companies in the pipeline in- 
dustry which have not filed for increases recently and 
against whom no Section 5 cases have been instituted. 


As to such companies, the Alabama-Tennessee policies 
cannot possibly be applied prior to late 1965, at the 
earliest. In this context, it is inequitable for the Com- 
mission to utilize any 


(*) And ‘trate base reduction’ too, but this will not be dis- 
cussed herein, even though these principles are equally applicable 
to that matter, since it is not an issue in these proceedings. (See 
Section III hereof.) 
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date earlier than the October 1, 1965 date offered by 
Natural, and such inequity constitutes discrimination, vio- 
lative of the Commission’s statutory duty and of Nat- 
ural’s rights under the Natural Gas Act and the Due 
Process Clauses of the United States Constitution. 

Accordingly Natural excepts to that portion of Opin- 
ion No. 456 which orders Natural to utilize the “flow 
through” principle as of a date earlier than October 1, 
1965. 
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A. Opinion No. 417 Does Not Require, or Even Indi- 
cate, Use of a February 3, 1964 Date 


In Opinion No. 417, with regard to Alabama-Tennessee 
Natural Gas Company, the Commission established the 
principle that its change of policy, with regard to the 


rate treatment of liberalized depreciation, would not be 
applied retroactively. The various places, in Opinions 
417 and 417-A, and since, in which this policy has been 
stated. are collected at pages 14-16 of Natural’s initial 
brief herein. 

It is clear to Natural that this position of the Com- 
mission was based upon considerations of equity. It also 
seems likely that it was adopted in recognition of the 
principles set forth in Section V, pages 29-31, of Nat- 
ural’s initial brief herein, which show the impropriety of 
the retroactive application of a new or changed adminis- 
trative policy. 

By its Opinion No. 456, the Commission has made a 
retroactive application of its new <Alabama-Tennessee 
policies to Natural. The Commission did not, of course, 
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make it as retroactive as was urged by the City of Chi- 
eago—back to 1961. But Opinion No. 456 does use the 
date of the Alabama-Tennessee decision, and as to Nat- 
ural, that date constitutes a retroactive application of 
the Commission’s new policies, which is in contradiction 
of the Commission’s Alabama-Tennessee policies of non- 
retroactivity. 
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Natural is not aware of any case, other than Natural’s 
Opinion No, 456, in which the Commission has applied 
its Alabama-Tennessee policies to a company prior to 
the time such policies were found to be applicable to that 
company, or accepted by the company. And yet the Com- 
mission, in Opinion No. 456, did just that, as to Natural. 
This constitutes discrimination against Natural, even 
though seemingly by inadvertence. 

The Commission’s earlier decisions, subsequent to Ala- 
bama-Tennessee, are easily delineated. With regard to the 
“settlement cases,” the dates chosen were October 1, 1965 
(American Loutsiana, Michigan Wisconsin, Panhandle 
Eastern, Trunkline), or July 1, 1965 (Algonquin) or April 
1, 1964, as proposed by the company on March 30, 1964 
(Southern Natural). 

Midwestern Gas Transmission Company, Docket Nos. 
RP61-19 and RP62-7, involved a litigated case. In Opin- 
ion No. 444, issued October 13, 1964, after the Commis- 
sion’s Alabama-Tennessee decision, the Commission or- 
dered Midwestern to reduce its rates to reflect “rate 
base reduction,” effective as of the date of the effective 
date of Opinion No. 444. As to “flow through,” the Com- 
mission remanded that issue to the Examiner, since Mid- 
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western had abandoned use of liberalized depreciation for 
tax purposes, as has Natural. The decision as to the “flow 
through”’ question, therefore, could only be effective after 
conclusion of the proceedings before the Examiner and 
then the Commission, 


5183 
on that issue.(*) 

It is clear that the Commission did not attempt to 
apply either “rate base reduction” or “flow through” to 
Midwestern prior to the date such policies were found 
applicable to Midwestern. The Commission did not try 
to use the Alabama-Tennessee decision date—February 
5, 1964. But that is just what the Commission has now 
done as to Natural. Why? Natural respectfully submits 
that justification for such differentiation does not exist. 

Natural will here simply point out that it is not valid 
for the Commission to utilize an effective date for ap- 
plication of “flow through” (the only issue reserved for 
these proceedings) to Natural, which is prior to the ef- 
fective date of the Commission’s final decision herein.(**) 


(*) Later, Midwestern asked permission to refund the amount 
of its reserves and thus make no rate reduction for ‘“‘rate base re- 
duction.’’ The Commission approved, but on condition that any 
rate change due to the remanded ‘‘flow through’’ issue be effec- 
tive October 13, 1964, the date of Opinion No. 444. This agree- 
ment by Midwestern. which still does not involve a retroactive 
application of the Alabama-Tennessee policies, does not alter the 
Commission’s Opinion No. 444 policies. 

(**) See Section IV, pages 24-29, of Natural’s opening brief on 
this issue herein, which is incorporated herein by reference. But 
see also section IV B of this brief where it is demonstrated that 
the Commission should, and must, use a later date than the date 
of its opinion on rehearing herein, unless such opinion is delayed 
past October 1, 1965. 
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And in fairness and equity, Natural does not believe the 
Commission will desire to do so. 


5184 


B. The Commission’s Decisions With Regard To Its 
Alabama-Tennessee Policies, Since Opinion No. 417, 
Establish That the Commission Cannot Utilize a 
Date Earlier Than October 1, 1965 For Natural 

As briefly noted above, with regard to the effective 

date of its Alabama-Tennessee policies, the Commission 
has been perfectly consistent in that in no case have such 
policies been applied to a company prior to the date such 
policies were found applicable to that company. (See Ala- 
bama-Tennessce, itself, and Midwestern, Opinion No. 444 
and Order therein, of December 30, 1964. where the dates 
chosen were the dates of the opinions in which such pol- 
icies were found applicable to the company in question, 
and Southern Natural Gas Company, where the date ap- 
proved was the date offered by Southern Natural, one 
day after its filing accepting the application of such pol- 
icies to it.) As to most companies, the dates chosen were 
significantly later than the date on which the “flow 
through” and “rate base reduction” principles were found 
applicable to such companies. These cases have been dis- 
cussed in Natural’s briefs on this reserved issue (Initial 
Brief, pages 1, 8-9, 16-18: Reply Brief, pages 10-11), and 
will be merely mentioned here. Such cases are Panhandle 
Eastern Pipe Line Co., Docket No. RP64-18 and Trunk- 
line Gas Company, Docket No. RP64-19, in which, by 
separate orders of March 30, 1964, the Commission's .Ala- 
bama-Tennessee policies were made applicable, but as of 
October 1, 1965; Algonquin Gas Transmission 
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Company, as to whom, by Order of March 30, 1964, the 
policies were made applicable as of July 1. 1965: and 
American Louisiana Pipe Line Company and Michigan 
Wisconsin Pipe Line Company, as to whom, by Order 
of June 23, 1964. the October 1, 1965 effective date for 
such policies was again chosen. 

Natural respectfully suggests that it is not equitable 
for the Commission to utilize an earlier date for Natural 
than it did for these other companies in the industry. The 
principles delineated in Section IV, pages 24-29 of Nat- 
ural’s initial brief on this reserved issue (which is in- 
corporated herein by reference, for brevity) show that 
such inequality of treatment constitutes discrimination 
which. even though caused by circumstances and timing, 
is nevertheless invalid. 

The Commission, in Opinion No. 456, suggested that a 
distinguishing feature between the above listed “settle- 
ment cases” and Natural is that in those cases, the settle- 
ments did not reserve the liberalized depreciation issue. 
And, it is suggested, the use of the 1965 dates were as a 
result of compromise in the context of other issues upon 


which compromise was also reached. As to these points, 
Natural would respectfully point out to the Commission 
that at pages 6-8 of its initial brief on the liberalized 
depreciation issue herein, Natural described the rate set- 
tlement agreements, resulting in rate reductions and re- 
funds, which it had entered into prior to its rate reduction 
proposal, 
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and the briefing schedule, herein. Thus, Natural had made 
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substantial refunds and rate reductions in the RP61-8 
settlement and followed that by two rounds of “federal 
income tax” rate reductions, continuing gas supplier re- 
funds and refund of the “Texas gas taxes.” The fact 
that these refunds and rate reductions were agreed to 
and made slightly prior to the liberalized depreciation 
proposal, rather than in the same “package.’’ simply can- 
not, in equity, put Natural in a less advantaged cate- 
gory. Such difference in form should not alter the Com- 
mission’s view of the equities of the situation. 

Natural has now demonstrated that utilization of a 
date earlier than October 1, 1965 for application of “flow 
through’’ to Natural is inequitable and would constitute 
unlawful discrimination, and that there really is no mean- 
ingful distinction between the “settlement cases” (Pan- 
handle, Trunkline, American Louisiana, Michigan Wis- 
consin and Algonquin) and Natural. If, however, the 
Commission still should believe that there is vitality left 
in the distinction between “settlements” and “litigated 
cases,” Natural would respectfully point out that it has 
offered a settlement, and still stands behind it, if ap- 
proved as offered. Natural’s proposed settlement accepts 
the applicability of Alabama-Tennessee to Natural, with- 
out further litigation, and agrees to a rate reduction as 
of October 1, 1965, by virtue of “rate base reduction.”’ 
even though that “issue” is not an issue 
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in these proceedings, in return for use of October 1, 1965 
as the “flow through” date, if Natural does not perma- 
nently abandon use of liberalized depreciation, effective 
prior to October 1, 1965. 
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Thus, Natural too has proposed a compromise settle- 
ment, which the Commission, in equity, should approve, 
as it approved the other settlements discussed herein. 
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V. OPINION NO. 456 DOES NOT DEAL WITH THE 
FACT THAT NATURAL HAS ABANDONED 
“LIBERALIZED DEPRECIATION” FOR FED- 
ERAL INCOME TAX PURPOSES 

In its rate reduction proposal in these proceedings, 
Natural specified that one condition of such proposal was 
that it would not be required to reduce its rates to re- 
flect “flow through” on the October 1, 1965 effective date, 
if it had by that time. abandoned use of liberalized depre- 
ciation for federal income tax purposes. Opinion No. 456 
does not mention this condition or the policy issue which 
underlies it. 

Natural here wishes to inform the Commission that on 
March 29, 1965, it filed its Application, with the In- 
ternal Revenue Service, to change, as of January 1, 1965, 
from use of the sum of the year’s digits—remaining life 
method of depreciation to the straight line method, for 
federal income tax purposes. Therefore, even if the points 
discussed hereinabove were not in existence, it is Nat- 
ural’s position that it has no duty to reduce its rates to 
reflect “flow through,” for the period beginning January 
1, 1965, because Natural has nothing to “flow through” 
for that period. Thus, Natural excepts to the portion of 
Opinion No. 456 which requires “flow through.” 
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CONCLUSION 

In view of the foregoing, Natural respectfully petitions 
that: 

A. The Commission. upon rehearing of its Opinion 
No. 456, rule that its Alabama-Tennessee policies are not 
valid, or if valid in other areas, not validly applicable 
to Natural. 

B. The Commission, in the event it does not adopt 
either, or both, of Natural’s requests in point A, above, 
reconsider and revise Opinion No. 456 and approve the 
rate reduction proposal of Natural, filed as Appendix 
A to the Answer filed by Natural herein on May 19, 1964. 

C. In the alternative, and only if the Commission will 
not grant the relief specified in either A or B, above, 
that the Commission, upon rehearing, modify Opinion No. 
456 to provide: 

1. That Natural need not reduce its rates because of 
“flow through,” because application of such policy to 
Natural, assuming it can be validly done at some time, 
cannot and should not be made effective prior to 1965, 
as delineated hereinabove, and because Natural has aban- 
doned use of liberalized depreciation for 1965 and there- 
after, and thus has nothing to “flow through.” 
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2. That Natural need not reduce its rates because of 
“rate base reduction” because, inter alia, that issue was 
concluded under the Settlement Agreement herein and is 
thus not before the Commission in these proceedings, and 
because such principle was recognized in reaching that 
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settlement, so that the Opinion No. 456 use of the rate 
base reduction policy has the cumulative effect of apply- 
ing that policy to Natural, a second time. 


Respectfully submitted, 

Charles C. McDugald 

William W. Brackett 
Ross, Hardies, O’Keefe, 
Babcock, MeDugald & Parsons 

Attorneys for 
Natural Gas Pipeline Company 
April 16, 1965 of America 


* 
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PSC of Wisconsin letter of April 15, 1965 to FPC join- 
ing in and adopting application and petition for rehearing 
of The City of Chicago, RP61-8, issued May 12, 1965. 


(Letterhead of) 
Prsuic Service Commission Or WIsconsIn 
Hill Farms State Office Building 
Madison, Wisconsin 53702 
Arthur L. Padrutt 
Commissioner 
Walter J. Cole 
Commissioner 
John F. Goetz 
Acting Secretary 
File No. FPC-201 


April 15, 1965 
Mr. J. H. Gutride 
Secretary 
Federal Power Commission 
441 G Street, N.W. 
Washington 25, D. C. 


(5198) 


Re Natural Gas Pipeline Company 
of America—docket No. RP61-8 
Dear Mr. Gutride: 

The Public Service Commission of Wisconsin joins in 
and adopts for its application and petition for rehearing 
in the above captioned matter the application and petition 
for rehearing of the City of Chicago dated April 15, 1965, 
which is being filed with your Commission. 

A copy of this letter is being sent to all persons on the 
service list in the above captioned matter. 


Very truly yours, 

Wm. E. Torkelson, 

Chief Counsel. 
WET :fm 
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Order Granting Rehearing for Further Consideration, 
RP61-8, issued May 12, 1965. 


United States Of America 
FEDERAL POWER COMMISSION 


Before Commissioners: David S. Black, Acting Chair- 
man; L. J. O’Connor, Jr., and Charles R. Ross. 


Natural Gas Pipeline Company 
of America 


ORDER GRANTING REHEARING 
FOR FURTHER CONSIDERATION 
(Issued May 12, 1965) 
The City of Chicago on April 16, 1965, and Natural 
Gas Pipeline Company of America on April 19, 1965, have 
filed applications for rehearing of our Opinion No. 456 


Docket No. RP61-8 
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and Order issued March 18, 1965. The Public Service 
Commission of Wisconsin adopts Chicago’s application. 

Because of the nature of the issues raised by the ap- 
plications for rehearing further time is necessary for 
consideration. 
The Commission orders: 

Rehearing is hereby granted for further consideration. 
By the Commission. 
(Seal) 

Joseph H. Gutride, 
Secretary. 


Opinion No. 456-A, Opinion and Order on Rehearing, 
RP61-8, issued June 23, 1965. 


United States Of America 
FEDERAL POWER COMMISSION 


Before Commissioners: Joseph C. Swidler, Chairman; 
L, J. O’Connor, Jr., Charles R. Ross, David 8. 
Black, and Carl E. Bagge. 


Natural Gas Pipeline Company 
of America 


Docket No. RP61-8 


OPINION NO. 456-A 
OPINION AND ORDER ON REHEARING 
(Issued June 23, 1965) 
Swipter, Chairman: 

The City of Chicago on April 16, 1965, and Natural 
Gas Pipeline Company of America on April 19, 1965, have 
filed applications for rehearing of our Opinion No. 456 
and Order issued March 18, 1965. The Public Service 
Commission of Wisconsin adopts Chicago’s application. 


444 


(5200) 


On May 12, 1965, we granted rehearing for the purpose 
of further consideration. 

After the issue of the treatment of liberalized deprecia- 
tion as permitted by Section 167 of the Internal Revenue 
Code had been reserved in a settlement, we determined in 
Opinion No. 456 that Natural was subject to the principles 
of Alabama-Tennessee Natural Gas Co., 31 FPC 
issued February 3, 1964, and must pass along to its cus- 
tomers the advantages of liberalized depreciation. Thus 
we found that Natural must no longer “normalize” its 
computation of allowable taxes by computing them on the 
basis of straight line depreciation, but must “flow through’’ 
the advantages of the higher tax deductions to its cus- 
tomers by using the higher liberalized depreciation in 
computing the tax allowance. We also required that Nat- 
ural reflect in its rates the deduction of accumulated de- 
ferred taxes from its rate base. We ordered Natural to 
file new rate schedules to carry these changes into effect 
and make refunds from February 3, 1964, the date Ala- 
bama-Tennessee was issued. 

Natural argues that we have inadvertently erred in 
ordering the rate base reduction because this issue was 
terminated by the settlement and was thus not reserved 
by the terms of the agreement. The City of Chicago agrees 
that it waived the deduction of the deferred taxes in com- 
puting the rate base. In making this statement the City 
of Chicago was arguing that we had departed from the 
settlement agreement in reaching our conclusion that 
refunds should be computed from February 3, 1964. In 
our opinion both parties are in error. 

The settlement agreement, quoted at great length in 
Opinion No. 456, provides in part as follows: 
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2. The question of whether Natural. in computing 
its cost of service for rate purposes, should compute 
its federal income tax expense allowance by “normal- 
izing’ such taxes to eliminate the effect of Section 
167 of the Federal Internal Revenue Code, which 
relates to “accelerated” or “liberalized” depreciation, 
or by utilizing the principle of “flow-through” of the 
tax effect of the use of such “accelerated deprecia- 
tion’’ deductions for tax purposes, as proposed and 
defined by the City of Chicago in these proceedings, 
rather than the “normalization” method, shall be de- 
termined by an adjudication by the Commission in 
these proceedings and this issue shall not be termi- 
nated by approval of the settlement proposed here- 
under. 

We were thus required to determine whether Natural 
should normalize its taxes or flow through the tax effect 
of liberalized depreciation. Accordingly, we determined 
that Natural was properly subject to flow-through. This 
also involved. in our opinion, the proper treatment of 
the accumulated deferred taxes. These have been accumu- 
lated by Natural in Account 282 and represent the differ- 
ence between normalized taxes and the lower taxes actually 
paid as a result of the high deductions for liberalized 
depreciation. The deferred taxes so accumulated thus re- 
flect the benefits of liberalized depreciation that had not 
been flowed through to Natural’s customers. In fact these 
accumulations amount to contributions by Natural’s eus- 
tomers for taxes not actually paid. There was thus prop- 
erly before us the rate effects of both the tax computation 
and the treatment of the amounts in Account 282. Both 
of these matters were considered and determined in our 
Opinion No. 417 in Alabama-T ennessee, and therefore we 
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prescribed the same solution here as of the date of Ala- 
bama-Tennessee. 

Natural asserts that under the settlement agreement the 
deferred taxes were treated as a part of capital and a 1.5 
percent rate of return allowed on them. Thus Natural 
argues that the rate base reduction would give cumulative 
effect to this facet of Commission policy. Natural here is 
attempting to look behind the figure for cost of service 
and the rates agreed to in the settlement. The parties 
however agreed only upon an overall annual cost of 
service of $137,014,823, based on the calendar vear 1960 
as adjusted, and made it clear that the “agreement thereto 
is not intended to reflect agreement to the amount, per- 
centage or method of derivation of any particular item 
of such cost of service.” (Tr. 2956) It was also provided 
that (Tr. 2967): 

It is expressly understood and agreed that this 
Stipulation and Agreement is made solely to effect a 
settlement of these proceedings. Therefore, although 
the settlement rates listed in Exhibit A are neces- 
sarily based on the cost of service agreed upon, this 
Stipulation and Agreement and attached Exhibit shall 
not be deemed, in any other proceeding, as approval, 
either by Natural, by any intervenor or by any other 
party, or any method of principle employed in devel- 
oping such cost of service or the rates resulting there- 
from, or of any specific date used in the computation 
thereof. 

5202 


Natural argues that, contrary to Alabama-Tennessee, 
we have made a retroactive application of its principles. 
Of course, under Section 4(e) of the Natural Gas Act we 
are empowered to make our rate order effective back to 
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the date Natural’s increased rates became effective sub- 
ject to refund. We might have done so here except that in 
Alabama-Tennessee we were announcing a new poliey 
and overruling previous decisions. It was therefore not 
equitable, contrary to the contentions of Chicago, to make 
our determination effective before February 3, 1964, but 
on that date the industry was informed of the new policy, 
and it was appropriate that refunds should be ordered 
from then. 

Natural contends that in reaching this result we have 
discriminated against it because in other cases we have 
permitted later dates, but the cases it cites (with one 
exception), including those referred to in Opinion No. 
456, are settlements, Contrary to Natural’s argument we 
think it makes a great deal of difference whether all the 
terms of a settlement are in one package to be accepted 
or rejected as in those cases or whether the settlement 
leaves out an issue to be decided by us as in this proceed- 
ing. The one exception cited is Midwestern Gas Trans- 
mission Company, ........ FPC » Opinion No. 444, Docket 
Nos. RP61-19 and RP62-7, issued October 13, 1964, but 
this was a Section 5(a) proceeding where, of course, we 
were required to make all rate reductions prospective 
only. 

Natural also points out that on March 29, 1965, after 
the issuance of Opinion No. 456, it filed an application 
with the Internal Revenue Service to change, as of Jan- 
uary 1, 1965, from the use of liberalized depreciation to 
the straight-line method for Federal income tax purposes. 
Therefore, it Says. it has no duty to reduce its rates to 
reflect flow-through for the period beginning January 1, 
1965, because it has nothing to flow through for that 
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period. Natural’s argument represents an atttempt to re- 
open the record to introduce a new factor in a rate case, 
which already has been decided by the Commission. The 
cost of service based on the test year 1960 was stipulated 
subject to certain reserved issues including the question 
of liberalized depreciation for tax purposes. Specifically, 
the cost of service was stipulated to be $157,014,823; and 
the settlement agreement reserved the question whether 
under Section 167 of the Internal Revenue Code the prin- 
ciple of “flow-through” or “normalization” should be used. 
The record showed and the stipulation assumed that Nat- 
ural was taking use of liberalized depreciation for income 
tax purposes. For the company now to state that it pro- 
poses to abandon use of liberalized depreciation introduces 
a new fact and a new issue. To bring the record up to 
date with respect to this one element would destroy the 
basis of the settlement and would lead to a one-sided 


result. Where the record is opened to consider one changed 
element it should be opened for other elements which may 
have changed in the meantime. Cf., City of Detroit v. 
F.P.C., 230 F. 24 810 (CADC), certiorari denied, 352 U.S. 
829. 
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In order for Natural to give effect to a change in 
rates resulting from a shift to straight-line depreciation, 
Natural should make a rate filing in accordance with the 
provisions of the Act and our regulations. We are not 
contesting Natural’s right to make this change for tax 
purposes, and we do not propose to suspend such a rate 
increase for more than one day. In this way a new pro- 
ceeding will be started, in which other elements in Nat- 
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ural’s cost of service can, if appropriate. be put in issue 
and in which Natural will appropriately have the burden 
of proof under Section 4(e) to show that its increased 
rates are just and reasonable, including its use of straight- 
line depreciation in computing its tax allowance for rate 
purposes. In the present proceeding we shall require that 
Natural file new rates thirty days after Alabama-Tennes- 
see becomes a final based on liberalized depreciation, de- 
duction of the deferred taxes from the rate base and flow- 
through. These rates shall be effective from February 3, 
1964, until superseded by other rates, presumably the 
straight-line rates, filed by Natural. We shall require 
Natural to make refunds reflecting flow-through and the 
rate base deduction also from February 3. 1964, until the 
new straight-line rates become effective. In the new pro- 
ceeding we can require further refunds if it should be 
determined that Natural is unjustified in employing 
straight-line tax depreciation for rate-making purposes. 
Chicago argues again that the settlement agreement 
prevents us from prescribing an effective date for the 
rate reduction other than March 1, 1961, the date the in- 
creased rates became effective. As explained in Opinion 
No. 456, we are of the opinion that the settlement agree- 
ment does not require that our substantive determination 
here must be made retroactive to March 1, 1961. Further- 
more, there is nothing in Section 4(e) of the Natural Gas 
Act or the cases cited by Chicago that require us to 
make our orders retroactive to the date the rate change 
became effective. Section 4(e) on this matter, provides 
only that the Commission may “order such natural-gas 
company to refund, with interest. the portion of such in- 
creased rates or charges by its decision found not justi- 
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fied.” United Gas Co. v. Mobile Gas Corp., 350 U.S. 332, 
341, recognizes our power under Section 4(¢) to make 
our order retroactive to the date the rate change became 
effective, but it does not require that we do so. 

Chicago is correct, however, that our ordering clause 
(B) is ambiguous and in error, and we accordingly amend 


jt below to clarify it, as well as changing the rate filing 


and refund provisions to take into account Natural’s pro- 
posal to abandon liberalized depreciation. 
The Commission further finds: 

The assignments of error and grounds for rehearing 
set forth in the applications for rehearing filed in this 
proceeding present no new facts or legal principles which 
would warrant any change or modification in the Com- 
mission's Opinion No. 456 and Order except as specified 
below. 
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The Commission orders: 

(A) Our Opinion No. 456 and Order issued March 18, 
1965, is hereby confirmed as the decision of the Commis- 
sion and requests for modification thereof are hereby 
denied except as provided herein. 

(B) For the purpose of reflecting the matters dis- 
cussed above, particularly Natural’s proposal to abandon 
the use of liberalized depreciation for tax purposes as of 
January 1, 1965, the ordering clauses of our order of 
March 18, 1965, are hereby deleted and the following 
ordering clauses substituted as of the date of issuance of 
this order. 

(C) Within 30 days of the date that the decision in 
Alabama-T ennessee, Opinion No. 417, becomes final, Nat- 
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ural shall file new rate schedules, effective February 3, 
1964, reflecting the lower Federal income tax allowance 
and the lower rate base referred to above conforming to 
the stipulation of June 21. 1962, and satisfactory to the 
Commission. These rates shall remain effective until the 
date superseding rates filed by Natural become effective. 

(D) Within 30 days of the date of issuance of the 
Commission's order approving the rate filing or filings 
required by paragraph (C), Natural shall refund to its 
jurisdictional customers for the period from February 3, 
1964, to the date superseding rates become effective, or 
if there are no superseding rates to the date of refund, 
the difference between the amounts collected and those 
which would have been collected for such period under the 
rate schedules required to be filed by paragraph (C), to- 
gether with interest at the rate of 7 percent per annum 
from the date of payment to Natural to the date of refund. 

(E) Within 30 days of making the refunds required 
by paragraph (D), Natural shall report to the Commis- 
sion in writing and under oath the details of its caleu- 


lations resulting in the refunds together with copies of 

releases from each of its jurisdictional customers. 

By the Commission. Commissioner O’Connor concurs in 
the results only. 
Commissioner Black dissenting in part filed a 
separate statement appended hereto. 
Commissioner Bagge not participating. 


Joseph H. Gutride, 
Secretary. 
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Natural Gas Pipeline Company 
of America 


(Issued June 23, 1965) 


Docket No. RP61-8 


Brack, Commissioner, dissenting in part: 

The matters raised on rehearing strengthen my opinion 
that the majority is in error on both legal and policy 
grounds in not requiring Natural to refund the excess 
revenues collected by reason of its normalized treatment 
of liberalized depreciation for the entire period the in- 
flated rate has been in effect; that is from March 1, 1961, 
to the present. I agree, however, with the majority that 
Alabama-Tennessee did not restrict us to a prospective 
application of its principles. Similarly, I agree that, re- 
gardless of the unexpressed intentions of the parties, both 
Natural and the City of Chicago are in error in conclud- 
ing that, under their settlement agreement, they had 
waived the deduction of the deferred taxes in computing 
the rate base. 

/s/ David S. Black, 
Commissioner 
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Natural Gas Pipeline Company of America Petition for 
Rehearing of Opinion No. 456-A, RP61-8, received July 
9, 1965. 


United States of America 
Berore THE 
FEDERAL POWER COMMISSION 


In the Matter of ) 
Naturat Gas Prpetine Compayy _ ) 
oF AMERICA 


Docket No. 
RP61-8 


PETITION FOR REHEARING 
OF OPINION NO. 456-A. 


Charles C. MeDugald 

William W. Brackett 
Attorneys for 

Natural Gas Pipeline Company 
of America 


Ross, Hardies, O’Keefe, 
Babcock. McDugald & Parsons 

122 South Michigan Avenue 

Chicago. Illinois 60603 

July 7, 1965 
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Enited States of America 
BrrorE THE 


FEDERAL POWER COMMISSION 


In the Matter of ) 
NaturaL Gas Pirerrye Company ) 
oF AMERICA 


Docket No. 
RPG1-8 


PETITION FOR REITEARING 
OF OPINION NO. 456-A. 


Natural Gas Pipeline Company of America (Natural) 
here petitions for rehearing of the Commission's Opinion 
No. 456-A, issued June 23, 1965 and requests that the 
Commission, upon rehearing, order that the condition rela- 
tive to the “flow through” or “normalization” of rates, 
with regard to tax deferrals by use of liberalized deprecia- 
tion for tax purposes. pursuant to Section 167 of the In- 
ternal Revenue Code, contained in the Settlement Agree- 
ment herein, which was approved by the Commission’s 
Opinion No. 367 herein, be terminated and that Natural 
make no refunds or rate reductions with regard to such 
condition. In support thereof, Natural states: 

Proceedings Involved 

In Opinion No. 456, issued March 18, 1965, the Com- 
mission held that its ‘*Alabama-Tennessee” rate policies 
with regard to liberalized depreciation were valid gener- 
ally. and as applied to Natural; that the effective date of 
application of both facets of such policies to Natural be 
February 3, 1964; and that Natural 
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must reduce its rates as of that date, with requisite re- 
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funds, if the Commission’s decision in Alabama-Tennessee, 
Opinion No. 417, is finally affirmed. 

On April 16, 1965, Natural filed its Petition For Re- 
hearing of Opinion No. 456. Natural pointed out: 

1. That the Settlement Agreement herein did not re- 
serve the question of whether an amount equal to the 
balance of Natural’s Account No. 282 should be deducted 
from Natural’s rate base, so that such issue was termi- 
nated, along with almost all others, by the Settlement 
Agreement and approval thereof by Commission Opinion 
No. 367. Thus, only the “flow through” versus “normal- 
ization’’ facet of the liberalized depreciation rate treat- 
ment topic was before the Commission for decision. 

2. That. in any event, the Commission’s decision in 
Alabama-Tennessee, relative to both facets of the liberal- 
ized depreciation topic, was in error, both on the basis 
of its factual findings and on the law. 

3. That even if it were assumed the Commission were 
correct in utilizing the Alabama-Tennessee policies as to 
Natural, if Natural were using liberalized depreciation 
for tax purposes, the Commission erred in ordering con- 
tingent rate reductions and refunds by Natural, because: 

a. Application of such policies to Natural retro- 
actively to the date of the Alabama-Tennessee decision, 
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which was prior to the effective date of Opinion No. 
456, first finding such policies applicable to Natural 
and even more prior to the date such policies have 
been applied to most other companies in the industry, 
is invalid, as discriminatory and as a retroactive 
change of established policy. 

b. Relative to “flow through,” Natural is not using 
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liberalized depreciation for tax purposes, subsequent 
to January 1, 1965, and thus has nothing to “flow 
through.” 


On May 12, 1965, the Commission issued its Order 
granting rehearing of Opinion No. 456. On June 23, 1965, 
the Commission issued its Opinion No. 456-A, Opinion and 
Order On Rehearing, which deleted all of the ordering 
clauses of Opinion No. 456 and substituted new clauses. 
Opinion No. 456-A also dealt, for the first time, with the 
points described in items 1 and 3(b), above. 

This Petition For Rehearing is addressed to Commis- 
sion Opinion No. 456-.A. 


I. The Commission’s Alabama-Tennessee 
Policies Are In Error 


In its Petition For Rehearing of Opinion No. 456, Nat- 
ural pointed out that the Commission’s Alabama-Tennes- 
see decision, both generally and as applied to Natural, 


js invalid. 
5210 


Natural also noted there that it would not burden the 
Commission with the now familiar arguments, since Nat- 
ural perceived no Commission inclination to reconsider its 
Alabama-Tennessee decision. Opinion No. 456-A has not 
changed such status and Natural therefore here reiterates, 
in summary, its objections to such decision, inclusive of 
the application thereof to Natural herein and the policies 
involved therein for each of the reasons assigned by the 
parties to the Alabama-Tennessee proceedings, before the 
Commission and in the United States Court of Appeals 
for the Fifth Cireuit, which by reference are incorporated 
herein and made a part hereof, including that: 
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1. The procedures by which the Commission undertook 
to reconsider and reverse its well-established poliey and 
treatment of liberalized depreciation for rate case pur- 
poses constitute a clear violation of Natural’s constitu- 
tional rights to due process and a violation of Sections 
4(e). 5 and 16 of the Natural Gas Act and Sections 4, 5 
and 7 of the Administrative Procedure Act because, inter 
alia, there is no record or briefs or argument by Natural 
or most other parties upon which the decision herein 
could be based. 

2. The Commission’s refusal to accord Natural the op- 
portunity to earn any return upon its accrued tax de- 
ferrals is confiscatory and unlawful because based upon 
insufficient evidence, is contrary to the Congressional 
intent in enacting Section 167 of the Internal Revenue 
Code, deprives Natural of the 
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benefits of such Section, ignores the record thereon here- 
in, and fails to recognize the risk to which the use and 
investment of the funds provided by the tax deferrals 
are subjected. 

3. The Commission’s directive that Natural “flow- 
through” the benefits of liberalized depreciation resulting 
from Natural’s election to use liberalized depreciation as 
permitted under Section 167 of the Internal Revenue Code 
in the form of reduced rates is erroneous as a matter 
of law because flow-through does not effectuate the Con- 
gressional intent underlying Section 167 of the Internal 
Revenue Code whereas normalization does. 

+. The Commission has failed to give effect to the 
intent of Congress that Section 167 of the Internal Rev- 
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enue Code was to have general applicability to industry 
as a whole, including natural gas companies subject to 
the jurisdiction of the Natural Gas Act. By requiring that 
the benefits of liberalized depreciation be flowed through 
to pipeline customers in the form of reduced rates the 
Commission is interpreting Section 167 of the Internal 
Revenue Code to provide a result which was specifically 
rejected by the Congress when the legislation was under 
consideration in the legislature. 

5. The Commission’s “flow-through” doctrine is based 
upon the concept that liberalized depreciation effects a tax 
saving rather than a tax deferral and, therefore, is erro- 
neous in fact and in law. 
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6. The Commission’s flow-through directive is unlaw- 

ful because it coerced and forced Natural to elect not to 
use liberalized depreciation, thus unlawfully depriving 
Natural of the option expressly granted by Congress in 
enacting Section 167 of the Internal Revenue Code. 
7. The Commission’s conclusion that Natural’s reserve 
for deferred taxes, created through Commission-approved 
normalization, constitutes consumer-contributed capital, is 
erroneous as a matter of fact and law. 

8. There is no evidence to support the Commission’s 
conclusion that all accumulated deferred taxes in Account 
282 have been, and at all times are, entirely invested in 
facilities which constitute proper rate base in the fixing 
of rates which are subject to the jurisdiction of the Com- 
mission. 

9. The Commission erred in requiring flow-through be- 
cause it is contrary to basic and fundamental principles 
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of accounting which may not be ignored. 

10. The Commission’s Opinions herein were not based 
upon substantial evidence but rather on matters outside 
the record and on findings contrary to the facts which 
could have been established if a legally sufficient record 
could have been made. 

11. The Commission has erred for the reason that 
Natural has thereby been unlawfully and irreparably in- 
jured because of its reliance upon earlier decisions of the 
Commission. 
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12. The Commission's orders herein are beyond its jur- 
isdiction in that they provide for ex post facto regulation 
thereby depriving Natural of property without due process 
of law. 

13. The Commission’s action was arbitrary, capricious 
and unsupported by substantial evidence and adequate 
findings. 

Natural would additionally point out as a further ob- 
jection to said orders that there is no proper record in 
these proceedings upon which the question of the validity 
of the Commission’s basic “Alabama-Tennessee” policies, 
assuming arguendo the validity of their application in 
that proceeding, both generally and as applied to Nat- 
ural, may be decided, since Natural has not, in evidence 
or in pleadings, addressed itself to such issues, nor have 
most other intervenors in Docket No. RP61-S. Natural 
had, in the first instance, not been aware of any possi- 
bility for a change of Commission position on the “flow 
through’’ question. In later pleadings, the issue has been 
whether Natural’s contingent rate reduction offer could 
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be accepted, in light of the Settlement Agreement terms. 
Thus, at 2 minimum, the “basic” issue should now be set 
down for hearing thereon.(*> 
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II. The “Rate Base Reduction” Issue Was 
Not Reserved For Commission Decision 


In its discussion of Natural’s demonstration that the 
question of whether an amount equal to the balance in 
Natural’s Account No. 282 should be deducted from Nat- 
ural’s rate base was not reserved by the Settlement 
Agreement and Opinion No. 367, the Commission has 
merely stated that such issue was before it in these 
proceedings because the Commission believes the issue 
was before it. Natural respectfully refers the Commission 
to the objections in Section III of its Petition For Re- 
hearing of April 16, 1965, which remain unanswered and 
unanswerable. 

Natural does note, however, that the Commission has 
apparently misunderstood one objection made by Nat- 
ural in such Section III. Natural pointed out that the 
form which the “rate base reduction” issue had taken 
and was taking prior to and at the time that the pro- 
ceedings herein were in hearing, and in settlement con- 
ference, was the form of a “reduced rate of return on 
the portion of the rate base which is equal to (or “repre- 
sents’) taxes deferred by use of liberalized depreciation.” 
This is the form the question had taken in prior Com- 
mission decisions and was the form it took in the testi- 


(*)Not inclusive of ‘‘rate base reduction,’’ however, which is 
not involved herein. 
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mony of the only opposition witness who dealt with it— 
Staff witness Beidatsch. Natural then pointed out the 
undeniable fact that rate of return was one of the issues 
included in and terminated by the Settlement Agreement 
and Opinion No. 567. 
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Natural’s point was not that the Commission should 
“look behind” the gross dollar settlement and hold that 
the settlement cost of service was computed by use of a 
rate of return which was calculated on the basis of a 
1.56 “return” on the “deferred taxes.”’ Natural’s point 
was that what is now the “rate base reduction” question 
was then the “reduced rate of return’? question and that 
question was terminated by the Settlement. How it was 
terminated—by a 1.5% return or a zero return or a 6.5% 
return or otherwise—is both officially unknown and irrele- 
vant to Natural’s point. What is important is that the 
fact that it was terminated by Opinion No. 367 and the 
settlement means that the issue was not alive for decision 
in Opinion No. 456 and is not alive now. Thus, the Com- 
mission's attempt to decide the issue in Opinion Nos, 456 
and 456-A is a second, and cumulative, effort to terminate 
the same issue. 

For that reason, and because it seems inconceivable 
that the Commission would decide that an issue, “as pro- 
posed and defined by the City of Chicago in these pro- 
ceedings,’ should be interpreted to include a separate 
question which the City of Chicago, as well as Natural, 


has stated was not included, Natural respectfully requests 


the Cominission to reconsider that point. 
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III. The Commission Erred In Applying Its 
Alabama-Tennessee Policies Retroactively 
The Commission has adhered to its decision to apply its 
“flow through” and “rate base reduction’’ policies retro- 
actively to Natural, as of February 3, 1964.(*) Opinion 


No. 456-A states that it is irrelevant that the Commission 
has utilized prospective, mid-1965 and late 1965 dates for 
other companies, because those cases were settlements. 
Natural’s RP61-S was also terminated by settlement. Only 
the accident of timing is different. And the existence of 
discrimination and invalid retroactive change of policy is 
not eliminated by simply indicating that the resultant 
erazy quilt pattern results from bargaining. 

The hard fact remains that Natural is being treated 
differently than every other company in the industry, and 
without rational justification for the distinction. Natural 
therefor respectfully refers the Commission to its prior 
pleadings herein, including Section IV of its Petition 
For Rehearing of April 16, 1965 and requests the Com- 
mission to reconsider and reverse its decision, making its 
policies applicable to Natural prior to October 1, 1965. 
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Natural would note one further instance in which the 
Commission apparently has misunderstood the objections 
raised by Natural. Natural pointed out that in the Mid- 


(*) Although the Commission's error thereby applies equally to 
each policy, Natural will speak only of ‘‘flow through” herein, 
because ‘‘rate base reduction”™’ is not involved herein, as discussed 
above. 
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western case, Opinion No. 414, issued October 13, 1964, 
the Commission applied its decision prospectively in a 
litigated case, not a settlement. The Commission’s answer 
was that the case arose under Section 5 and the decision 
was required to be prospective. But, as Natural pointed 
out in its Petition For Rehearing, Opinion No. 444 did not 
apply “flow through’? to Midwestern as of the date of 
that opinion, which found “flow through” applicable to 
Midwestern. Instead, the decision was to be effective at 
a later date, after proceedings on the effect of Midwest- 
ern’s abandonment of liberalized depreciation for tax pur- 
poses were completed. Thus, the Commission agreed to 
apply flow through to Midwestern, if at all, only pros- 
pectively from the date of a later decision, and not just 
as of the date of the Opinion No. 444 decision finding the 
“basic” flow through poliey applicable to the company. 

Yet. as to Natural, not only did the Commission not 
make the policy applicable prospectively from the date it 
was “found’’ applicable to Natural—in Opinion No. 456, 
on March 18, 1965—but it made it retroactive to February 
3, 1964. Such differentiation cannot be justified, and Nat- 
ural respectfully objects thereto. 
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IV. Zhe Commission Erred in Its Treatment of 
Natural’s Abandonment of Liberalized Depre- 
ciation For Tax Purposes 


In Section V of its Petition For Rehearing of March 
18, 1965, Natural informed the Commission that it has, 
effective January 1, 1965, discontinued use of liberalized 
depreciation for tax purposes. Therefore, even assuming, 
arguendo, that it must make refunds to reflect flow 
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> 


through for the period February 3, 1964 through De- 
cember 31, 1964, such obligation should terminate as of 
January 1, 1965, because from that point forward, Nat- 
ural has had nothing to “flow through.’”? The Commis- 
sion’s response, in Opinion No. 456-A, is that Natural’s 
position is “an attempt to reopen the record to introduce 
a new factor in a rate case” and the Commission said that 
if the factor of abandonment is to be considered, Natural 
must file a Section 4 rate application and conduct a case 
on all of its rate elements. 

Natural finds it impossible to reconcile such position 
with the treatment accorded Midwestern, in Opinion No. 
444. In that case, Midwestern utilized liberalized depre- 
ciation for tax purposes during the rate case test period, 
which ended June 30, 1962. On May 11, 1964, after the 
Commission’s Alabama-Tennessee decision and after the 
hearings and briefs in the Midwestern proceedings, Mid- 
western decided to abandon liberalized depreciation for 
tax purposes for periods after the test year (beginning 
January 1, 1963). Thus, the situation is the same as with 
Natural—post-Alabama Tennessee abandonment of liber- 
alized depreciation 
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tax use, for post-test year periods. But unlike its treat- 
ment of Natural, the Commission did not order Midwest- 
ern to file a rate case if it wanted such abandonment 
reflected in its rate decision. Instead the Commission 
delayed the effective date of its “flow through”’ decision, 
set a hearing in those same proceedings on the question 
of whether it should be treated for rate purposes as if 
it had not abandoned liberalized depreciation for tax pur- 
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poses, and announced that “flow through” would be ap- 
plied to Midwestern, if at all, “prospectively”? from the 
future decision after the new hearing. 

Natural does not believe such hearing on that latter 
question should be necessary. If a natural gas company 
does not make use of liberalized depreciation for tax 
purposes, it is clear it should not be treated as if it does. 
But if the Commission believes that such a hearing is 
necessary, then Natural cannot understand Opinion No. 
456-A. Because instead of ordering such hearing in these 
proceedings, as it did with regard to Midwestern, rela- 
tive to post-January 1, 1965 rates, the Commission would 
require Natural to make a new rate filing. Again, Natural 
believes such differentiation is not justified, objects there- 
to and respectfully requests the Commission to recon- 
sider its Opinion No. 456-A in that regard. 
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CONCLUSION 


In view of the foregoing, Natural respectfully petitions 
that: 

A. The Commission, upon rehearing of its Opinion 
No, 456-A. rule that its Alabama-Tennessee polices are 
not valid, or if valid in other areas, are not validly ap- 
plicable to Natural. 

B. The Commission, in the event it does not adopt 
either, or both, of Natural's requests in point A, above, 
reconsider and revise Opinion No. 456-A and approve 
the rate reduction proposal of Natural. filed as Appendix 
A to the Answer filed by Natural herein on May 19, 1964. 

C. In the alternative, and only if the Commission will 
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not grant the relief specified in either A or B, above, that 
the Commission, upon rehearing, modify Opinion No. 
456-A to provide: 

1. That Natural need not reduce its rates because of 
“flow through,” because application of such policy to 
Natural, assuming it can be validly done at some time, 
cannot and should not be made effective prior to October 
1, 1965, or in any event, prior to the date the Commis- 
sion’s Opinions herein are final, as delineated herein- 
above. and because Natural has abandoned use of liber- 
alized depreciation for 1965 and thereafter, and thus has 
nothing to “flow through.” 
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2. That Natural need not reduce its rates because of 
“rate base reduction” because, inter alia, that issue was 
concluded under the Settlement Agreement herein and is 


thus not before the Commission in these proceedings, and 
because the Opinion No. 456-A use of the rate base re- 
duction policy thus has the cumulative effect of deciding 
that issue as to Natural, a second time. 


Respectfully submitted, 
/s/ Charles C. MeDugald 
Charles C. MeDugald 
William W. Brackett 
Ross. Hardies, O’Keefe, 
Babcock, MeDugald & Parsons 
Attorneys for 
Natural Gas Pipeline Company 
of America 
July 7, 1965 
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State Of Illinois 
County Of Cook—ss. 


Charles C. MceDugald, being first duly sworn accord- 
ing to law, deposes and says that he is an attorney for 
Natural Gas Pipeline Company of America and that he 
is authorized on behalf of said Natural Gas Pipeline 
Company of America to make this verification; that he 
has read the foregoing document and is familiar with 
the contents thereof, and that the facts set forth therein 
are true and correct to the best of his knowledge, informa- 
tion and belief. 

/s/ Charles C. MeDugald 


Subscribed and sworn to before me 
this 7th day of July, 1965. 
/s/ Suzanne J, Gritzler 


Notary Public 
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City of Chicago Petition for Rehearing of Opinion No. 
456-A, RP61-8, received July 23, 1965. 


United States Of America 
Berore THE 
FEDERAL POWER COMMISSION 


In the Matter of 
Natural Gas Pipeline 
Company Of America 


PETITION FOR REHEARING 
OF OPINION NO. 456-A 


Crry Or CuIcaco, 
a Municipal Corporation 
Rayrmonp F. Sron 
Corporation Counsel for the 
City of Chicago 
Maraus M. Matrern 
Assistant Corporation Counsel in 
Charge of Publie Utilities Division 
Attorneys for Petitioner 
Dated: July 22, 1965 
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United States Of America 
Berore THE 
FEDERAL POWER COMMISSION 


In the Matter of 
Natural Gas Pipeline Company 
Of America 


PETITION FOR REHEARING 
OF OPINION NO. 456-4 
The City of Chicago, a municipal corporation, herein 
petitions for rehearing of Commission’s Order and Opin- 
ion No. 456-A issued June 23, 1965, and that upon the 
Commission granting rehearing that it either vacate or 
modify the Order and Opinion No. 456-A, as follows: 

1) that the Stipulation and Agreement of June 21, 
1962, be confirmed as a binding contract between 
the parties as approved by the Commission and that 
the Commission enforce all the provisions thereof; 
and, 
that the Commission order refund retroactive to 
March 1, 1961, as required by the Stipulation and 
Agreement; and 


Docket No. 
RP61-8 


that all references to the decision in Alabama-Ten- 
nessee Opinion No. 417, be deleted from the order- 
ing paragraphs of Opinion No. 456-A, or any sub- 
sequent order in this proceeding. 
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Proceedings Involved. 


For the purpose of not burdening this Petition, the 
Preliminary Statement as in the City’s Application and 
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Petition for Rehearing and Modification of Order and 
Other Relief, filed in this docket number with the Com- 
mission on or about April 15, 1965 is incorporated by 
reference in this Petition for Rehearing with the addi- 
tional facts: 

On May 12, 1965 the Federal Power Commission is- 
sued an Order granting rehearing pursuant to timely 
filed Applications for Rehearing: and on June 23, 1965 
the Commission issued an order on rehearing, which order 
was accompanied by Opinion No. 456-A and findings of 
fact and conclusions of law, to which this Petition for 
Rehearing is addressed. 

I 

The Stipulation and Agreement dated June 21, 1962, 
is a binding Contract, which the Federal Power Commis- 
sion does not have the power to abrogate. The reasons 
relied upon in support of this proposition are stated (pp. 
7-13) City’s Application and Petition for Rehearing and 
Modification of Order and Other Relief, dated April 
15, 1965 and which is incorporated by reference herein to 
avoid repetition. 

There can be no doubt that this Stipulation and Agree- 
ment was voluntarily entered into between the parties 
and approved by the Federal Power Commission and is 
a binding contract. 
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II 


It is error for the Commission not to order refunds 
retroactive to March 1, 1961, as required by the Stipu- 
lation and Agreement and the reasons relied upon in 
support of this proposition are stated on pages 14 through 
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16, of the City’s Application and Petition for Rehearing 
and Modification of Order and Other Relief, dated April 
15, 1965, which is incorporated by reference in this 
Petition to avoid repetition. 

Ill 


It was error for the Commission, contrary to the in- 
tention of the parties, to abrogate the Stipulation and 
Agreement by referring to Alabama-Tennessee in its 
Order or relate the refund period in this proceeding to 
the refund period in Alabama-Tennessee. The reasons 
relied upon in support of this proposition are stated on 
pages 7 through 13, of the City’s Application and Peti- 
tion for Rehearing and Modification of Order and Other 
Relief, dated April 15, 1965, and which the City has in- 
corporated in this Petition by reference to avoid repetition. 
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Iv 
The Commission erred in issuing the Order with Opin- 
ion No. 456-A, which in effect impaired the obligations 
created under this contract and is in violation of Article 
I, Section 10, of the Constitution of the United States. 
Throughout Natural’s Petition for Rehearing, the phrase 
“Congressional intent” is set forth on numerous occa- 
sions. It is the position of the City that rather than 
“Congressional intent” it would be more in keeping with 
substantive due process to adhere to the provisions of 
the Constitution of the United States. 
The City would further point out to the Commission 
that on page 4 of Opinion No. 456-A, wherein the Com- 
mission states: 
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“Section 4(e) of this matter, provides only that 
the commission may ‘order such natural-gas company 
to refund, with interest, the portion of such increased 
rates or charges by its decision not found justified’.” 

It is the position of the City that the words “portion of 
such increased rates or charges” relates only to the por- 
tion of the filed rate found not justified and does not 
give the Commission the power to issue an order for a 
portion of the time in which rates found unjustified are 
in effect. 
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CONCLUSION 


In view of the foregoing, City respectfully is petition- 
ing that the Commission grant a rehearing and either 
vacate or modify Order and Opinion No, 456-.A, as follows: 

1) that the Stipulation and Agreement of June 21, 

1962, be confirmed as a binding contract between 
the parties as approved by the Commission, and 
that the Commission enforce all the provisions there- 
of; and, 
that the Commission order refund retroactive to 
March 1, 1961, as required by the Stipulation and 
Agreement; and, 
that all references to the decision in Alabama-Ten- 
nessee, Opinion No. 417, be deleted from the order- 
ing paragraphs of Opinion No. 456-A, or any sub- 
sequent order in this proceeding; and 
that, in addition, the Commission grant any and 
all appropriate relief as it may deem necessary. 

Respectfully submitted, 

Crry Or Cuicaco, 

a Municipal Corporation, 
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By /s/ Raymoxp F. Simoy, 
Corporation Counsel of the 

City of Chicago 

/s/ Matruias M. Marrery, 
Assistant Corporation Counsel in 
Charge of Public Utilities Division 
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State Of Mllinois 
County Of Cook—ss 


Mathias M. Mattern, being first duly sworn according 
to law, deposes and says that he is an Assistant Cor- 
poration Counsel for the City of Chicago, and that he 
is authorized on behalf of the City of Chicago Law De- 
partment to make this verification; that he has read the 
foregoing document and is familiar with the contents 
thereof. and that the facts set forth therein are true 
and correct to the best of his knowledge, information and 
belief. 

/s/ Matus M. Marrern 


Subscribed And Sworn to before me, 
a Notary Public, this 22nd day of 
July, A.D. 1965 


Notary Public 


My Commission expires: 
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CERTIFICATE OF SERVICE 


I hereby certify that I have this date served the Peti- 
tion for Rehearing upon all parties of record in this 
proceeding, in accordance with the requirements of Sec- 
tion 1.17 of the Rules of Practice and Procedure of the 
Federal Power Commission. 


Dated, at Chicago, Ilinois, 
this 22nd day of July, 1965. 


/s/ Matus M. Matrern 


United States Of America 
Berore THE 
FEDERAL POWER COMMISSION 


In the Matter of 
The Natural Gas Pipeline 
Company of America 


Docket No. 
RP61-8 


PETITION FOR THE ISSUANCE OF A 
DECLARATORY ORDER TO REMOVE 
AN UNCERTAINTY 


Crry Or Curcaco, 

a Municipal Corporation 
Raymonp F. Srron, 
Corporation Counsel for the 
City of Chicago 


MatHias M. Matrery, 

Assistant Corporation Counsel in 
Charge of the Public Utilities Di- 
vision 

511-City Hall, Chicago, Illinois, 60602 


July 22, 1965. 
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United States Of America 
Berore THE 
FEDERAL POWER COMMISSION 


In the Matter of 
The Natural Gas Pipeline 
Company of America 


Docket No. 
RP61-8 


PETITION FOR THE ISSUANCE OF A 
DECLARATORY ORDER TO REMOVE 
AN UNCERTAINTY 

On March 18, 1965 the Federal Power Commission is- 
sued an Opinion and Order No. 456 in the matter en- 
titled “Natural Gas Pipeline Company of America Docket 
No. RP61-S”, which Order was accompanied by an Opin- 
jon No. 456, and findings of fact and conclusions of law. 

On or about the 15th day of April, 1965 the City of 
Chicago filed a timely application with respect to said 
determination before the Federal Power Commission, as 
provided by Section 19(a) of the Natural Gas Act (UCS 
717r). 

On or about the 16th day of April, 1965 additional ap- 
plications for rehearing were filed by the Public Service 
Commission of Wisconsin and The Natural Gas Pipeline 
Company of America. The Public Service Commission of 
Wisconsin adopted the application for rehearing filed 
by the City of Chicago. 

On May 12, 1965 the Federal Power Commission issued 
an Order granting rehearing. On June 23, 1965 the Fed- 
eral Power Commission, in the matter entitled “Natural 
Gas Pipeline 
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Company of America, Docket No. RP61-S", issued an 
Order on rehearing, which order was accompanied by an 
Opinion (No. 456-A), and findings of fact and conclu- 
sions of law. 

On July 7, 1965 the Natural Gas Pipeline Company of 
America petitioned the Federal Power Commission for 
rehearing of Opinion No, 456-A, said petition being sub- 
stantially a request for rehearing of the Order and Opin- 
jon issued on rehearing. The City of Chicago respectfully 
moves that the Commission issue a declaratory order on 
the issues raised herein, namely, whether or not the Peti- 
tion for Rehearing will be entertained, wherein the mat- 
ter sought to be reviewed is an Order and Opinion issued 
on rehearing. 

The uncertainty to be removed by the issuance of a 
procedural order is whether the petition for rehearing of 
Opinion No. 456-A, dated on July 7, 1965 and filed by 
Natural Gas Pipeline Company of America will be ac- 
cepted by this Commission and thereby extend the time 
for filing an appeal by an additional thirty (30) days. 

The City of Chicago would respectfully point out that 
no provision is made in the Rules of Practice and Pro- 
cedure of the Federal Power Commission for review of 
orders issued on rehearing. The City would further point 
out that if this procedure is allowed, it may well be used 
as an answer to a petition for rehearing previously filed. 
contrary to the provisions of Section 1.34(d) of the 
Commission's Rules and Procedure, which provides that 
no answer to a petition for rehearing will be entertained 
by the Commission. 
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The City believes that this matter is of sufficient im- 
portance to warrant that a declaratory order be issued 
in accordance with the provisions of Section 1.7(¢) of 
the Commission’s Rules of Practice and Procedure, so 
as to insure that this uncertainty does not arise again 


either in this proceeding or any other proceeding. 
Wherefore, the City of Chicago respectfully requests 
that a declaratory order be entered rejecting any and all 
applications for rehearing filed for the purpose of va- 
cating, reversing or modifying orders issued on rehearing. 


Respectfully submitted, 
Ciry Or CuHicaco, 
A Municipal Corporation 
/s/ Raymond F. Simon 
Corporation Counsel of the 
City of Chicago 
511-City Hall, Chicago, Illinois 
/s/ Mathias M. Mattern 
Assistant Corporation Counsel in 
Charge of the Public Utilities Di- 
vision 
5237 
State Of Illinois 
County Of Cook—ss 


Mathias M. Mattern, being first duly sworn according 
to law, deposes and says that he is an Assistant Cor- 
poration Counsel for the City of Chicago and that he is 
authorized on behalf of the City of Chicago Law De- 
partment to make this verification; that he has read the 
foregoing document and is familiar with the contents 
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thereof, and that the facts set forth therein are true and 
correct to the best of his knowledge, information and 
belief. 

/s/ Mathias M. Mattern 


Subscribed And Sworn to before me, 
a Notary Public in and for the said 
County of Cook, this 22nd day of 
July, A.D. 1965. 


Notary Public 
My Commission expires: 
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CERTIFICATE OF SERVICE 


I hereby certify that I have this date served the fore- 
going Petition for Issuance of Declaratory Order to Re- 
move an Uncertainty upon all parties of record in this 
proceeding in accordance with the requirements of Sec- 
tion 1.17 of the Rules of Practice and Procedure. 

Dated at Chicago, Illinois, this 22nd day of July, 1965. 


/s/ Mathias M. Mattern 

Assistant Corporation Counsel in 
Charge of the Public Utilities Di- 
vision. 
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Order Rejecting and Denying Application for Rehear- 
ing, RP61-8, issued August 6, 1965. 


United States Of America 
FEDERAL POWER COMMISSION 


Before Commissioners: Joseph C. Swidler, Chairman; 
L. J. O’Connor, Jr., Charles R. Ross, and Carl 
E. Bagge. 


Natural Gas Pipeline Company Docket No. 
of America RP61-8 


ORDER REJECTING AND DENYING 
APPLICATION FOR REHEARING 
(Issued August 6, 1965) 

On July 9, 1965, Natural Gas Pipeline Company of 
America filed an application for rehearing of our Opin- 
ion No. 456-A and order issued June 23, 1965, on rehear- 
ing in the above-entitled proceeding. On July 23, 1965, 
the City of Chicago also filed an application for rehear- 
ing of Opinion No. 456-A and order, and also a petition 
for the issuance of a declaratory order as to whether or 
not Natural’s application for rehearing will be accepted 
and “thereby extend the time for filing an appeal.” Chi- 
cago points out that no provision is made in our Rules 
for review of orders issued on rehearing, and requests 
that a declaratory order be entered rejecting all applica- 
tions for rehearing on orders issued on rehearing. 

This opinion was issued after we had granted rehearing 
with respect to our original Opinion No. 456 for the pur- 
pose of further consideration. In Opinion No. 456-A we 
confirmed with certain modifications Opinion No. 456, 
where we determined that Natural must “flow through’’ 
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to its customers the advantages of liberalized deprecia- 
tion and make refunds from February 3, 1964. Because 
Natural announced that it was proposing to change to 
straight-line depreciation on its tax returns as of Janu- 
ary 1, 1965, and argued that it had nothing to “flow 
through”’ to its customers after that date, a further de- 
termination was necessary. It was our opinion as ex- 
pressed in Opinion No. 456-A that Natural could not re- 
open the record in this way, but its proper course was 
to start a new proceeding by making a rate filing. There- 
fore, we said, the reduced “flow-through” rates should 
remain in effect until superseding rates filed by Natural 
became effective. 

In their present applications for rehearing Natural and 
Chicago reargue a number of matters that were in is- 
sue when we issued our original Opinion No. 456 and 
order. These include the applicability of Alabama-Ten- 
nessee Natural Gas Co., 31 FPC 208, and the date from 
which refunds should be computed. Since there is no 
provision in the Natural Gas Act or our Rules for a 
second application for rehearing, with respect to these 
matters the applications should be rejected, and to this 
extent the request in Chicago’s petition for a declaratory 
order will be granted. However, on our treatment of its 
abandonment of liberalized depreciation for tax purposes 
Natural, in our opinion, 


5240 


could properly file an application for rehearing, since 
this was a new matter raised by Natural and determined 
by us in the first instance in Opinion No. 456-A and order. 
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Otherwise there would be no opportunity for applying 
for rehearing with respect to this matter. To this ex- 
tent, therefore, we accept Natural’s application for rehear- 
ing and deny the request in Chicago’s petition for a 
declaratory order. 

In its application for rehearing Natural argues that 
to require it to file a new rate case to give effect to the 
factor of abandonment is inconsistent with Midwestern 
Gas Transmission Company, Opinion No. 


444, Docket Nos. RP61-19 and RP62-7, issued October 13, 
1964. In that proceeding, which was a rate investigation 
under Section 5(a) of the Natural Gas Act, the company 
likewise changed from liberalized to straight-line depre- 
ciation for tax purposes after the close of the record, 
although unlike the present case it did so before, rather 
than after, an adverse Commission decision on the point. 


Because an immediate reduction in the company’s rates 
was justified and required by our disposition of other 
issues, we ordered the company to file new rates based 
upon straight-line depreciation. These rates were made 
subject to further reduction to reflect the use of liber- 
alized depreciation in the tax allowance should the Com- 
mission finally determine in the remanded proceeding it 
set for hearing that the liberalized method should be used. 

As we said in Opinion No. 456-A the significant dif- 
ference here is that the Midwestern case as a Section 
5(a) investigation designed to change rates prospectively. 
Looking only to the future in Midwestern our alternatives 
were to remand the entire case for further hearing to 
reflect the new circumstances, thus foregoing an immedi- 
ate rate reduction which appeared to be warranted wheth- 
er Midwestern took liberalized depreciation or not, or to 
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divide the case as we chose to do. On the other hand this 
proceeding was initiated under Section 4 with a rate in- 
crease filing by Natural and relates to the period from 
March 1, 1961, until new rates became effective. It is 
our opinion as stated in Opinion No. 456-A that Natural 
should not be permitted to reopen the record applicable 
to this period and change one factor to its advantage 
without bringing other factors up to date. In order to 
terminate the effect of the present proceeding and bring 
this new factor before us, Natural could lock in the re- 
fund period now running by a further rate filing under 
Section 4 reflecting its changed method of computing 
depreciation for tax purposes and any other relevant mat- 
ters relating to its cost of service or rates. 
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The Commission further finds: 

(1) Chieago’s application for rehearing and the por- 
tions of Natural’s application for rehearing referred to 
below should be rejected. 

(2) The assignments of error and grounds for re- 
hearing set forth in Natural’s application for rehearing 
filed in this proceeding present no facts or legal prin- 
ciples which would warrant any change or modification 
in the Commission’s Opinion No. 456-A and order. 

(3) The request contained in Chicago’s petition for a 
declaratory order should be granted in part and denied 
in part as specified below. 

The Commission orders: 

(A) Chicago’s application for rehearing and the por- 
tions of Natural’s application for rehearing filed July 
9, 1965, other than those relating to Natural’s proposed 
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abandonment of liberalized depreciation for tax purposes, 
are rejected. 

(B) To the extent not rejected Natural’s application 
for rehearing filed July 9, 1965, is denied. 

(C) The request contained in Chicago’s petition for a 
declaratory order that Natural’s application for rehear- 
ing be rejected is denied with respect to the issue relating 
to abandonment of liberalized depreciation for tax pur- 
poses, but is granted with respect to the other issues. 
By the Commission. Commissioner Bagge not partici- 
pating. 


(Seal) 


Gordon M. Grant, 
Acting Secretary. 
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STATEMENT OF QUESTIONS PRESENTED 


1. Did the Settlement Agreement in Petitioner’s rate case 
which was approved by the parties and the Federal Power 
Commission below, reserve the “rate base reduction” question, 
as well as the “flow through” versus “normalization” question, 
for future decision by the Commission, or was only the ‘‘flow 
through” question so reserved? What is the clear interpreta- 
tion of the contract involved? 


2, Did the Commission err in ordering Petitioner to reduce 
its rates to “flow through” liberalized depreciation tax de- 
ferrals? 


3. Assuming in (1), above, arguendo, that the “rate base 
reduction” question was reserved, did the Commission err in 
ordering Petitioner to reduce its rates to reflect the “rate base 
reduction”’ policy? 


4. Assuming, arguendo, the validity of the “flow through” 
and “rate base reduction’”’ policies as applied to Petitioner in 
the subject proceedings below, did the Commission err in 
making them applicable to Petitioner retroactively? 


INDEX 


JURISDICTIONAL STATEMENT 
STATEMENT OF THE CASE 


A. Procedural History 


By Background) Pacts y.ic.c.2sek oasis on aed Beker 
1. Liberalized Depreciation—Tax Purposes 
2. Liberalized Depreciation—Rate Purposes... . 
i. Normalization Versus Flow Through 
li. The Rate Base Reduction Question 


C. The Context of the Orders Under Review 
1. The Reserved Issue 
2. Opinion No. 417, Alabama-Tennessee 
3. Orders Under Review In This Proceeding. ... 


STATUTES INVOLVED 


SUMMARY OF ARGUMENT 
ARGUMENT 


I. The Explicit, Unambiguous Language of the Rate 
Proceeding “Settlement Agreement,”’ Which Was 
Negotiated By the Parties and Approved By the 
Commission in Opinion No. 367, Only Reserved 
the “Flow Through” Versus ‘‘Normalization” 
Question For Future Decision By the Commission, 
and Did Not Reserve the ‘‘Rate Base Reduction” 
Question 

II. “Flow Through’ Is An Invalid Policy Which Vio- 
lates the Orders of This Court and of Congress. . 

A. “Flow Through” Is Invalid Because It Gives 
Natural No Incentive To Use Liberalized De- 


preciation For Tax Purposes, Which This 
Court Has Held Is Required 


ii 


Page 


B. ‘Flow Through” Provides Natural No Incen- 
tive to Use Liberalized Depreciation, the 
Means Congress Chose to Accomplish Its 
Ends, and Thus Overrules Congressional Pol- 


C. The Commission’s ‘Factual’? Premises Are 
Irrelevant and Do Not Justify Reversal of this 
Court’s Opinion 

III. Even Assuming, Purely Arguendo, That the ‘Rate 
Base Reduction” Question Was Reserved By the 
Settlement Agreement, the Commission Erred In 
Ordering Natural To Reduce Its Rate Base By an 
Amount Equal To Its Reserve For Deferred Tax 
BNpenisess 7 ors Sivie davdo steer epee ed sta Santon es 

. Assuming, Purely Arguendo, The Validity of the 
Commission’s Ruling in These Proceedings That 
Natural Must Utilize ‘Flow Through” and ‘Rate 
Base Reduction,” the Commission Erred in Giv- 
ing Retroactive Effect to Those Policies......... 
A. The Commission Was Not Required To Apply 
“Flow Through’ Retroactively 
B. The Commission Violated Its Own Policies, 
Unlawfully Discriminated Against Natural and 
Violated Natural’s Constitutional Rights By 
Applying “Flow Through” Retroactively 
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IN THE 


United States Court of Appeals 
For the District of Columbia Circuit 


Nos. (C.A. 3, 15540), 19604 


NaruraL Gas PrrpELINE COMPANY OF AMERICA, 
Crry or CHIcaGo AND PuBLIC SERVICE CoMMISSION 
oF WISCONSIN, 
Petitioners, 


Vv. 


FrepERAL PowER CoMMISSION, 
Respondent, 


On Petition To Review And Set Aside Orders Of The 
Federal Power Commission 


INITIAL BRIEF FOR PETITIONER 
NATURAL GAS PIPELINE COMPANY OF AMERICA 


JURISDICTIONAL STATEMENT 


This appeal was instituted by the filing of a Petition For 
Review by Petitioner, Natural Gas Pipeline Company of 
America (Natural), pursuant to Section 19(b) of the Natural 
Gas Act (52 Stat. 831; 15 U.S.C. §717r), which statute 
provides for jurisdiction of this Court. 


STATEMENT OF THE CASE 


Natural here seeks review and reversal of Order and Opinion 
Nos. 456 and 456-A of the Federal Power Commission, issued 
in 1965, in supplementary rate case proceedings involving the 
rates and charges of Natural. The basic rate case was termi- 
nated by acceptance by the parties below of a Scttlement 
Agreement, negotiated and subsequently approved by the 
Commission in 1962. 

One main question presented herein involves the construc- 
tion of that Scttlement Agreement, which states in precise 
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language the questions the parties agreed to reserve for later 
decision by the Commission, and thus the potential liability 
Natural had agreed to assume, in order to achieve the secttle- 
ment. This is a straightforward question of contract inter- 
pretation, and Commission error therein, by going beyond the 
terms of the Agreement, to execute the Commission’s own 
preferences. 

The remainder of the questions involve the validity of cer- 
tain rate policies of the Commission, familiar to this Court, 
which, Natural will demonstrate, violate Congressional enact- 
ments and controlling judicial decisions, as well as the Com- 
mission's own precedent, and discriminate against Natural. 

A. Procedural History 

Natural filed for increases in its rates and charges in 1960, 
in proceedings ultimately designated Commission Docket No. 
RP61-8S. After hearings in 1961, and after the initial briefs of 
Natural and the supporting intervenors had been filed in 1962, 
settlement negotiations were begun and no further briefs were 
filed. After negotiations, a Settlement Agreement was entered 
into by Natural, the City of Chicago, the Commission’s Staff, 
and other parties. It was made a part of the record below and 
then approved by the Commission. It provided for a rate re- 
duction and refund by Natural, and terminated all issues, with 
certain exceptions. The excepted issucs were reserved for later 
Commission decision. 

The Orders under review in this case arose from a dispute 
concerning one of the reserved issues, relating to the rate 
effect of Natural’s use of “liberalized depreciation” in the com- 
putation of its federal income tax liability. As noted, such 
dispute concerned one issue of basic contract interpretation 
and certain issues of rate determination. The dispute resulted 
in subsequent supplementary proceedings (initiated by petition 
of the City of Chicago) which were conducted on briefs and 
argument alone, and which were decided by the Orders under 
review. 

B. Background Facts 

Before examination of the unusual procedural context of this 
case, Natural will briefly sketch inter-related principles of 
federal taxation and rate regulation, with regard to “liberalized 
depreciation.” Relative to the simple contract interpretation 
question involved in Section I hereof, however, such discussion 
is necessary only to establish vocabulary. 
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1, Liberalized Depreciation—Tax Purposes 


Prior to 1954, the “straight line” method of depreciation’ 
was almost universally utilized in reporting income for tax 
purposes. In the Internal Revenue Code of 1954, Congress 
authorized three other “liberalized” methods.’ 

“Liberalized depreciation” methods each result in larger 
depreciation deductions being recognized during the early life 
of an asset than would be recognized if the straight line method 
were used, and counterbalancing lesser deductions during the 
later life of the asset. Over the life of the asset, however, the 
liberalized methods and the straight line method result in 
equal total deductions, amounting in each case to the allowable 
cost of the assets, less salvage value. 

For tax purposes, the use of accelerated depreciation allows 
a company in the process of expanding its plant to write off a 
substantial portion of its investment in early years, thus re- 
ducing taxable income and consequently tax expense for those 
years. In later years, however, less depreciation can be taken 
and tax expense consequently increases. Thus, while the ulti- 
mate profitability of the company is not affected, the company 
is allowed to retain a greater portion of its gross revenues in 


the early years of asset life. Congress anticipated that such 
revenues would be used for further investment, thus providing 
an economic stimulus to the economy. To provide for the 
resulting increase in taxes which occurs in later years of asset 
life, sound principles of accounting require that a reserve for 
future tax expenses be created on the company’s books. 


2. Liberalized Depreciation—Rate Purposes 

Federal income tax expense is one of the costs that make 
up the “cost of service” upon which the rates of a regulated 
company, such as Natural, are based. Thus, the effect on tax 
expense of use of “liberalized depreciation” for tax purposes 
has come to be considered in rate regulation proceedings. Such 
effects are considered in two different contexts. First is the 
proper effect, if any, upon the rate allowance for current taxes 
payable. This is the “normalization” versus “flow through” 
controversy. Secondly, the Commission has raised questions 
as to whether liberalized depreciation should be considered 
as affecting the “rate base” of the company. This is the “rate 
base reduction” controversy. 


YInt. Rev. Code of 1939, §23(L), 26 U.S.C. 167. 
Int. Rev. Code of 1954, §167, 26 U.S.C. 167. 
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i. Normalization Versus Flow Through 


The majority of state regulatory commissions, the Securities 
and Exchange Commission, and the Civil Aeronautics Board 
utilize the “normalization” method. The Federal Power Com- 
mission, until 1964, also accepted that method, not only as 
being required by Congress, but also as a sound application of 
accounting principles in treating, for regulatory purposes, the 
tax effects of the use of liberalized depreciation. 

When “normalization” is used, the “cost of service” of a 
regulated company (which constitutes the total quantum of 
costs and “‘profit” to be recovered by the company in its rates) 
is computed by calculating the tax expense component thereof 
as if straight line depreciation had been taken. Since this 
technique of giving effect to the deferred nature of the lib- 
eralized depreciation allowance results in the use of a “straight 
line” tax allowance, it is known as “normalization.” “Normali- 
zation” is designed to keep the rates of the regulated company 
from fluctuating because of use of liberalized depreciation (low 
in early years when taxes are low, high in later years). Thus, 
the effect will be the same in regulated industries as in unregu- 
lated industries—the companies are enabled to effectuate 
Congressional purpose, since they are allowed to use the taxes 
deferred as internally generated funds, to be invested in plant 
and capital assets. 

Some regulatory commissions, however, have analogized 
the tax effect of the use of liberalized depreciation to a reduction 
in the rate of taxation, and have adopted a policy of refusing 
to “normalize” a company’s cost of service for rate purposes. 
Instead, those Commissions treat effects of use of liberalized 
depreciation as tax “savings,” rather than as the tax deferrals 
which they are. Those agencies then reason that this “saving” 
should immediately pass to the company’s customers by rate 
reduction. This philosophy has acquired the name “flow 
through.” Unlike “normalization,” “flow through” does not 
allow a company to retain investment funds from use of liberal- 
ized depreciation, as intended by Congress and as unregulated 
companies do, and does not insure that a company will be in a 
financial position to meet the increased tax obligations arising 
in the future as a result of the taxes initially deferred through 
utilization of liberalized depreciation. 


ii, The Rate Base Reduction Question 
If a pipeline uses or has used liberalized depreciation for 
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tax purposes, and has “normalized” its rates, a reserve is 
created on its books equal to the amount of taxes it ix thus 
allowed to temporarily retain. In later years of assct life, 
when taxes paid begin to exceed the taxes that would have been 
payable if straight line depreciation had been used, that excess 
of taxes is “charged” against, and thus reduces, the reserve, 
reflecting the fact that taxes formerly deferred are being paid. 

The Commission has now adopted a rate policy known as 
“rate base reduction.” Under this theory, the amount of the 
taxes deferred and temporarily retained under “normalization,” 
as represented by the amount of the reserve, are deducted 
from the company’s “rate base.” The company is thus not al- 
lowed to “earn a rate of return’ on such funds. This policy is 
known as “rate base reduction.” Thus, whereas “flow through” 
reduces rates by decreasing the income tax expense component 
of the cost of service, to reflect taxes deferred and thus not 
currently paid, “rate base reduction” reduces rates by reducing 
the “rate base,” and, thus, the “return”? which a pipeline is 
permitted to earn. 


C. The Context of the Orders Under Review 
1. The Reserved Issue 


Prior to 1965, Natural utilized ‘liberalized depreciation” 
and, pursuant to the Commission’s then-cxisting policy, 
“normalized” its federal income tax expense in computing its 
cost of service for rate purposes. For accounting purposes, it 
established a reserve. The Commission was applying the 
“normalization” principle to all companies at the time of the 
proceedings below, pursuant to an unbroken line of Commission 
precedent approving “normalization,” and its use of that 
principle had been repeatedly upheld by the courts on review. 
Nevertheless, the City of Chicago, an intervenor below, intro- 
duced evidence during the hearing in 1961, contending for use 
of “flow through.” In the settlement negotiations, the City of 
Chicago demanded that the question of whether “ flow through”’ 
or “normalization” should be used to compute Natural’s fed- 
eral income tax expense allowance be reserved for future de- 
cision, to which Natural agreed in order to achieve the basic 
settlement. 

In its Opinion No. 367, dated October 25, 1962°, the Com- 


328 F.P.C. 731 (R: 4341) 
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mission approved the Settlement Agreement as reported in the 
record. 


2. Opinion No. 417, Alabama-Tennessee 


On February 3, 1964, the Commission, in its Opinion No. 417, 
Alabama-Tennessce Natural Gas Co., 31 FPC 208, ordered that 
pipeline to utilize “flow through,” thus reversing and rejecting 
its consistent approval of “normalization.” In its Order in 
Alabama-Tennessce, and in subsequent Orders, the Commission 
stated that its new principle of “flow through” would be ap- 
plicable to all similarly situated pipelines, prospectively. 

In Alabama-Tennessee, the Commission also adopted “rate 
base reduction,” so that the pipeline was thus not allowed to 
earn a “return” on an amount of its “rate base” cqual to the 
deferred tax reserves theretofore accumulated. 

At the present time, the decision of the Commission in 
Alabama-Tennessee, on both the “flow through” versus “nor- 
malization” question and the “‘rate base reduction’ question, is 
being reviewed by the Court of Appeals for the Fifth Circuit. 
Briefs have been filed and argument heard before that Court. 


3. Orders Under Review In This Proceeding 


Following the Commission’s decision in Alabama-Tennessce, 
the City of Chicago asked the Commission to decide the “flow 
through” versus ‘‘normalization” question, which had been re- 
served, as to Natural, by Opinion No. 367 and the Settlement 
Agreement (R: 4778). Natural recognized that the Commis- 
sion would not change the basic policy just decided in Alabama- 
Tennessee, and knew such policy would be reviewed in the 
pending Fifth Circuit proceedings. Therefore, Natural pro- 
posed a settlement (R: 4787), in which it would have reduced 
its rates as of October 1, 1965, to reflect the use of both “flow 
through” and ‘‘rate base reduction,” and would have waived its 
right to challenge the propricty of those two principles, but 
contingent, of course, upon final judicial affirmance of both of 
those facets of the Commission’s decision in the Alabama- 
Tennessee proceedings. Although that proposal conformed to 
agreements approved by the Commission relative to other pipe- 
lines,‘ neither the City of Chicago nor the Staff of the Commis- 
sion were willing to accept Natural’s proposal. They instead 
took the position that the Commission was required by the 
terms of the Settlement Agreement to reduce Natural’s rates 


‘See Section IV hereof, infr2. 


7 


to reflect “flow through”’ and to order refunds as of March 1, 
1961, the date on which Natural had puts its “RP61-8” rates 
into effect. The Commission set the matter down for briefs and 
oral argument. 

On March 18, 1965, the Commission issued Opinion No. 456 
(R: 5119), reaffirming, and applying to Natural, both “flow 
through” and ‘“‘rate base reduction,” holding that the effective 
date of those principles as applied to Natural should be Febru- 
ary 3, 1964 (the date of Opinion No. 417, Alabama-Tennessee) 
and ordering Natural to reduce its rates as of that date, with 
requisite refunds, to reflect both “flow through” and ‘“‘rate base 
reduction,” if Opinion No. 417, Alabama-Tennessee, was ulti- 
mately affirmed on review. Natural’s proposed settlement of 
May 1964 was thus rejected and is not, therefore, an issue in 
this case. 

Natural timely filed a Petition for Rehearing (R: 5164), urg- 
ing the Commission to reconsider the validity of its Alabama- 
Tennessee decision, both generally and as applied to Natural. 
Natural also pointed out the Commission’s crror in choosing @ 
retroactive effective date for those principles with regard to 
Natural. Finally, Natural demonstrated that the Commission’s 
Order reducing Natural’s rates to reflect “rate base reduction” 
was in violation of the precise language of the June 21, 1962 
Settlement Agreement and the Commission’s Order approving 
the Agreement, neither of which reserved that issue. The City of 
Chicago and the Wisconsin Public Service Commission also 
filed for rehearing. 

The Commission granted rehearing (R: 5198), but then 
issued Order and Opinion No. 456-A (R: 5199), which reaf- 
firmed in all respects Opinion No. 456. 

Natural, and the City of Chicago and the Wisconsin Public 
Service Commission, have filed Petitions For Review, and the 
eases are being heard here on joint record and appendices. 


STATUTES INVOLVED 


The Statute involved is Section 167 of the Internal Revenue 
Code of 1954 (Act of August 16, 1954, c. 736, 68 A. Stat. 51-52, 
26 U.S.C..A. §167). 


STATEMENT OF POINTS 


1. The Commission erred in ordering the deduction of 
Natural’s liberalized depreciation deferred tax reserves from its 
rate base (thus reducing its rates) because that “‘rate base re- 
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duction” issue, which was terminated by prior settlement, was 
thus not reserved for later Commission decision, 

2. The Commission defied this Court’s holdings by ordering 
Natural to “flow through” taxes deferred by use of liberalized 
depreciation and by, in the process, directly “overruling” the 
Congressional national economic policies involved and reversing 
long-standing findings of fact and law of the Commission itself. 

3. In addition to point 1, above, the Commission again de- 
fied this Court when it ordered Natural to deduct its deferred 
tax reserves from rate base, and again overruled Congressional 
policy and Commission findings. 

+. Even assuming the propriety of the Commission’s “flow 
through” and ‘trate base reduction” policies, the Commission 
erred in making them applicable to Natural retroactively, and 
discriminated arbitrarily against Natural thereby. 

5. None of the Commission holdings in the proceedings be- 
low, described in points 1+ above, are supported by any evi- 
dence or proper findings, and each is violative of binding 
precedent and statutes and is unlawful. 


SUMMARY OF ARGUMENT 

1. When Natural’s rate case was scttled by the parties, 
Natural was foreed by the City of Chicago to reserve for future 
Commission decision, the question of whether Natural must 
“flow through,” by lower rates, the taxes it deferred by use of 
liberalized depreciation for tax purposes. However, no facet of 
any question of whether an amount equal to its deferred tax 
reserves must be deducted from its rate base (rate base redue- 
tion) was reserved for later decision. The City of Chicago 
agrees this is true and both the language of the Scttlement 
Agreement below and the Commission’s Opinion No. 367 ap- 
proving it, specifically reserve the “flow through”’ issue, but do 
not even mention ‘rate base reduction.” The Scttlement 
Agreement is also filled with other terms which give additional 
proof that “rate base reduction” was not reserved. Neverthe- 
less, the Commission ignored the restrictions upon it, decided 
the unreserved issue against Natural in supplementary pro- 
ceedings, and thus erred by ruling on the issue at all. 

2. The Commission also decided the “flow through”’ issue 
against Natural. By doing so, the Commission ignored this 
Court’s decision in Panhandle Eastern Pipe Line Company ». 
FPC, 115 U.S. App. D.C. 8, 316 F.2d 659, cert. den. 375 U.S. 
881 (1963), which upheld “normalization” and a 1.5% “rate of 
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return on the deferred tax portion of rate base” and held that 
the Commission must provide “sufficient profit incentive for 
the company to continue generating these funds by investing 
in plant and utilizing accelerated depreciation.” Clearly, “flow 
through,” which does not allow Natural to retain any of the 
deferred taxes, does not provide Natural with any of the re- 
quired incentive to use liberalized depreciation, or to invest 
deferred taxes in plant. The Commission’s “flow through” 
holding, which directly overruled its own long-standing policies 
and findings, thus also disregarded this Court's decision and 
ignored the Congressional mandate that industry be allowed 
to defer taxes to provide a pool of investment funds. The Com- 
mission has also ignored the decisions of other courts of appeal 
and has mischaracterized the effects of use of liberalized de- 
preciation, all because it desires to reduce Natural’s rates and 
to substitute its own economic theories for expansion of the 
national economy for those of the Congress. 

3. By deciding the “rate base reduction” issue against 
Natural, the Commission not only violated the Settlement 
Agreement by ruling on the issue, but also directly violated this 
Commission’s holdings in Panhandle, supra, and in City of 
Detroit v. FPC, 97 U.S. App. D.C. 260, 230 F.2d 810 (D.C. 
Cir. 1955). Panhandle held that a 1.5% “return on deferred 
taxes” (equivalent to deduction of 75% to 77% of reserves 
from rate base) “would provide the company ‘with a sufficient 
incentive to continue to use liberalized depreciation,’ ” and 
held that such incentive must be provided. But the Commis- 
sion has taken away all incentive by forcing Natural to take a 
“zero percent return” by deducting 100% of deferred tax re- 
serves from rate base. This is precisely the policy which this 
Court held unlawful in City of Detroit. Again, the Commission 
has ignored this Court, ignored Congressional economic policy 
and has overruled its own precedent twice in three years, again 
all in an effort to reduce Natural’s rates to fit the social philoso- 
phy of a one vote majority of the Commission’s members. 

4. Even if it were assumed that the Commission’s “flow 
through” and “rate base reduction” policies are valid, the Com- 
mission discriminated against Natural and violated the pro- 
hibition against retroactive change of policies, by applying 
those policies to Natural retroactively (effective in 1964)— 
prior to the date (in 1965) on which it held that such policies 
were applicable to Natural. Natural is the only company in 
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the entire natural gas industry to which such policies have been 
applied retroactively. 

The City of Chicago will argue that retroactivity is justified 
and that such policies should be applied to Natural effective in 
1961 because, they will claim, the Settlement -\greement below 
requires use of such 1961 date. This claim is incorrect, as any 
reading of that Agreement demonstrates, and the Commission 
was correct In so holding. But the Commission erred in re- 
quiring the retroactive 1964 date. 


ARGUMENT 

I. THE EXPLICIT, UNAMBIGUOUS LANGUAGE 
OF THE RATE PROCEEDING “SETTLEMENT 
AGREEMENT,’”’ WHICH WAS NEGOTIATED 
BY THE PARTIES AND APPROVED BY THE 
COMMISSION IN OPINION NO. 367, ONLY 
RESERVED THE “FLOW THROUGH”’ VERSUS 
“NORMALIZATION” QUESTION FOR FUTURE 
DECISION BY THE COMMISSION, AND DID NOT 


RESERVE THE “RATE BASE REDUCTION” 
QUESTION 


-\s an initial matter, this Court must decide whether the 
Commission erred in even ruling upon the “rate base reduction” 
question—in finding that the Settlement Agreement, and Com- 
mission Opinion No. 367 which approved the Agreement, re- 
served that issue for subsequent Commission decision. As 
Natural will here demonstrate, only the question of whether 
Natural should use “flow through” or “normalization” in com- 
puting its federal income tax expense allowance Was reserved 
for future decision by the Settlement Agreement. The lan- 
guage of the Settlement Agreement did not authorize the 
Commission to resolve the “rate base reduction” question in 
these proceedings nor did the Commission’s Order approving 
the same. Thus, the portion of the Commission’s Orders in 
Opinion Nos. 456 and 456-A which relate to “rate base reduc- 
tion” are invalid and should be reversed.5 

In the Settlement Agreement which terminated the RP61-8 


‘Natural believes this Court should tule on this question irrespective of how it 
decides the issue raised in Section III hereof. That is, if “rate base reduction” is held 
to be un invalid policy, the Court should rule on whether it was a reserved issue because 
the Commission may then attempt to apply a “reduced rate of return” to the same 
time period, which would be equally invalid. If “rate base reduction” is held valid, 
then the issue in this Section I is clearly relevant. 
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rate proceeding in 1962, the parties, and the Commission, carc- 
fully defined the issues that they had been unable to resolve 
and which they were reserving for subsequent Commission 
decision. They explicitly noted only one issue which concerns 
liberalized depreciation as reserved for future action by the 
Commission: whether Natural, in computing its cost of service 
for rate purposes, should compute its federal income tax ex- 
pense allowance by “normalizing” such taxes or by using the 
principle of “flow through.”” The Settlement .\greement states: 


“The question of whether Natural, in computing its 
cost of service for rate purposes, should compute its fed- 
cral income tax expense allowance by ‘normalizing’ such 
taxes to eliminate the effect of Section 167 of the Federal 
Internal Revenue Code, which relates to ‘accelerated’ or 
‘liberalized’ depreciation, or by utilizing the principle of 
‘flow through’ of the tax effect of the use of such ‘accel- 
crated depreciation’ deductions for tax purposes, as pro- 
posed and defined by the City of Chicago in these pro- 
ceedings, rather than the ‘normalization’ method, shall be 
determined by an adjudication by the Commission in 
these proceedings and this issue shall not be terminated 
by approval of the scttlement proposed hereunder.’”® 


By the above explicit, unambiguous language, the parties re- 
served only one question: whether Natural should use ‘*flow 
through” or “normalization” in computing its federal income 
tax expense allowance. The parties did not refer at all to the 
question of whether Natural should reduce its rate base by an 
amount cqual to the reserve for deferred tax expense it had 
accumulated. Natural will demonstrate hereinbelow that the 
“rate base reduction” question was actually settled in the 
settlement proceedings and thus could not have been reserved, 
by the Settlement Agreement, for future Commission decision. 
But such demonstration should not be necessary. The clear 
language of the Settlement Agreement contract should be 
enough. The “rate base reduction” question was not reserved. 
Only the “flow through” versus ‘‘normalization” question was 
reserved. Yet, the Commission has ignored that fact. 

By its Orders here under review, the Commission did not 
limit itself to deciding whether Natural should use ‘flow 


Section IV(2) of the Settlement Agreement (R: 2960-61). The full text of that 
Section, which is the only section which rel:tes to liberalized depreciation, is set forth 
in Appendix A to this brief, and shows that the above quoted passage is the only 
portion which describes the reserved issue. 
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through”’ in computing its federal income tax expense allow- 
ance. On the contrary, the Commission went beyond the 
terms of the Settlement Agreement, as approved by the Com- 
mission’s own prior Orders, and also decided that Natural must 
reduce its rates to reflect ‘trate base reduction.” The Com- 
mission did this despite the intention and expression of the 
parties and the Commission’s own approval of that agreement. 

There really cannot be any doubt that the Settlement 
Agreement reserved only the ‘flow through” versus “normali- 
zation”’ issue, because the Commission itself made the same 
point clear in its Opinion No. 367, 28 FPC 731, 733 (1962), 
which approved the Settlement Agreement. The Commission 
said: 


“The parties to the Agreement have left two contested 
issues for our subsequent decision. The first is whether 
Natural should include in its cost of service Federal in- 
come tax expense computed at 52% of its taxable income 
or computed at the consolidated company’s effective tax 
rate.” The second issue is whether Natural should ‘nor- 
malize’ its tax expense to eliminate the effect of Int. Rev. 
Code §167, relating to accelerated depreciation, or should 
compute its tax expense on the basis of taxes actually paid 
during the test year (1960). The settlement provides 
further that pending our decision on these issues, Natural 
shall collect revenues subject to refund based upon a 52% 
tax rate and ‘normalized’ depreciation.” 


Thus, in regard to liberalized depreciation, the Commission 
explicitly recognized that the only reserved issue was “whether 
Natural should ‘normalize’ its tax expense.” No mention of 
“rate base reduction” was made. And lest it be thought (as 
the Commission has attempted to suggest’) that the “flow 
through” versus “normalization” issue and the “rate base 
reduction” issues are the same, or that the latter is part of the 
former, the Commission’s own language has disproved that 
allegation too. For example, in the basic Order here under 
review, the Commission itself clearly differentiated between 
the two issues. ‘Finding” paragraphs (2) through (4) refer 
only to “normalization” and “flow through” and paragraph 
(5) refers separately to “return on accumulated .. . Deferred 
Income taxes.” Similarly, “finding” paragraph (6) and “‘order- 

"The “consolidated company's effective tax rate” question does not involve liber- 


alized depreciation and is not in issue herein. 
‘Opinion No. 456-A (R: 5201). 
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ing” paragraph (A) refer to reduced rates reflecting ‘flow 
through” (“lower Federal income tax allowance”) and also 
reflecting ‘‘deduction from its rate base’’ (rate base reduc- 
tion)? The Commission thus did not think that the single 
term “flow through” included “rate base reduction,” but in- 
stead felt impelled to state the two policies separately. It was 
only later, when Natural pointed out the Commission's error 
in ordering a “rate base reduction” rate decrease, that the 
Commission started to claim that “flow through” involved 
“rate base reduction.” 

Similarly, in the Alabama-Tennessee decision, the Com- 
mission devoted “finding” paragraphs (4), (5) and (6) to “flow 
through” and paragraph (7), separately, to “rate base reduc- 
tion,” while “ordering” paragraph (A) refers separately to “the 
lower Federal income tax allowance” (flow through) and ‘‘the 
lower rate base” (rate baxe reduction). This is just further 
proof that the Commission has consistently separated the 
issues—except as to Natural. 

What the Commission has done, as to Natural, is ignore its 
limited authority under the Settlement Agreement and its own 
previous ruling—both of which show that the “rate base reduc- 
tion” issue was not reserved—in order to give immediate effect 
to all of the policies it announced in Alabama-Tennessee. 
Natural respectfully submits that the Commission erred in 
doing so. 

While this aspect of this case—the problem of the Commis- 
sion disregarding the terms of a Settlement Agreement and of 
its own approval thereof—is in a sense novel, it is by no means 
unique. A similar problem was presented to the Court. of 
Appeals for the Fifth Circuit in Tezas-Eastern Transmission 
Corp. v. FPC, 306 F.2d 345 (1962), where that Court was 
called upon to determine the “correctness of the Commission’s 
interpretation of the private contract”—a settlement agree- 
ment not unlike the one presented in this case. And the ap- 
proach taken by the Court in that case is instructive here. 

Dispute arose in that case between Texas-Eastern and its 
customers over the construction of a settlement agreement 
which terminated all issues in its rate proceeding. The agree- 
ment, approved by the Commission, specified that if Texas- 


Opinion No. 456 (R: 5125-26). 
1Petition for Rehearing (R: 5165). 
NOpinion No. 456-A (R: 5201). 
231 FPC 208, Opinion No. 417. 
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Fastern were to receive rate refunds from United Gas Pipe 
Line Company (United) as a result of proceedings in Commis- 
sion Docket No. G-2019, then Texas-Eastern should pass such 
refunds on to its own customers. When several United rate 
proceedings ultimately resulted in refunds to Texas-Eastern, 
the customers of Texas-Eastern argued, and the Commission 
found, that under the settlement agreement, refunds in all 
United dockets related to G-2019 were to be considered in con- 
nection with refunds. 

The Fifth Cireuit reversed, holding that a settlement agree- 
ment “should stand for what it says,” (306 F.2d at 348) and 
that since the settlement agreement mentioned G-2019 and did 
not mention the other proceedings, the reference to G-2019 was 
purposeful. The Court stated: 


“The case boils down to the one simply stated: what 
did the parties mean? The usual aid to construction of 
contracts are advanced pro and con, but as with statutory 
construction, the familiar canonical formulae are of so 
little real help until the decision is reached whereupon each 
fits perfectly into the predetermined conclusion. ... We 
must recognize, of course, that here, as in every situation 
of contract interpretation, the Court must put itself in the 
position of the parties. ... That means that we must read 
the agreement in the setting of the Natural Gas Act. This 
includes the relative rights and duties of parties to the 
underlying transactions and the nature and scope of the 
controversies out of which this hoped-for solution came 
into being. ... one sure way lo discourage voluntary settle- 
ments is for the Commission, at the behest of one party or the 
other, or the ubiquitous intervenors, to read into contracts 
things which are simply not expressed or not there, out of the 
thoroughly commendable (and understandable) feeling that 
unless that is done the result is not as good as it ought to have 
been. This is particularly true in this area where, as was 
the case here, the proposed settlement is subjected, as it 
should be, to the closest scrutiny by the Commission and 
its staff. It is more than arms’ length. Overreaching is an 
impossibility. But precision is not merely a possibility. 
Precision is almost a certainty as skilled partisans under- 
take to hammer out the bargain under the ever-present 
watchful eye (and hand) of the independent agency as the 
guardian of the public interest. Consequently, both in its 
substantive provisions and in the terminology sought to 
memorialize the undertaking, the parties ought to be able to 
accept the contract as drafted, executed and approved. It 


15 


should stand for what it says.” 306 F.2d 345, 347-48 
(Emphasis added.) 

Applying those principles to the facts of the instant case, it 
is clear that what the Commission has done is to “interpret” 
Natural’s Settlement Agreement and its own opinion thereon 
to find, in the above language of the Texas-Eastern case, 
“things which are simply not expressed or not there’ (a reser- 
vation of the “rate base reduction’? question) undoubtedly 
“out of the thoroughly commendable (and understandable) 
feeling that unless that is done the result is not as good as it 
ought to have been.” That is, the Commission seems to feel 
that having issued its Alabama-Tennessce decision in 1964, in 
which it completely reversed its prior Court approved policies 
in this regard, it must now go back and read into Natural’s 
prior Scttlement Agreement, which it approved in 1962, all the 
issues the Commission decided in the later Alabama-Tennessee 
case, lest Natural’s rate level, in its opinion, not be ‘‘as good 
as it ought to have been.” But the Commission simply is not 
empowered to do that. It must take the agreement “as 
drafted, executed and approved” by the parties, after intensive 
bargaining. 

Again looking to the guidance of the Court in Texas-Eastern, 
the language of the Settlement Agreement by which the parties 
“memorialized” their agreement shows, in yet another way, 
that only “flow through” versus “normalization” was reserved 
for future decision. Not only were those terms alone used, 
but Natural’s Settlement Agreement also notes that the de- 
cision between those policies is to be made relative to “‘the 
question of whether Natural, in computing its cost of service 
for rate purposes, should compute its federal income tax expense 
by ‘normalizing’ ... or ... ‘flow through.’ ”” (I-mphasis 
added.) This reference to “tax expense,” which was repeated 
in the Commission’s Opinion No. 367," approving the settle- 
ment, is very significant for the following reason. The way in 
which “flow through” or “normalization” has an effect upon a 
company’s rates, as explained earlier, is by changing the de- 
preciation amount which is used to compute the ‘tax expense 
allowance” component of the “cost of service.” “Rate base 
reduction,” on the other hand, has no relation to “tax ex- 
pense”; it affects rates by its effect on the amount of “return.” 
Therefore, when the Agreement, and Opinion 367, refer to the 


BR: 2960 and Appendix A hereto. 
PC 731. 
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reserved issue relating to liberalized depreciation in terms only 
of ‘‘tax expense,” they clearly refer only to “normalization” 
versus “flow through,”’ and not to “‘rate base reduction.” Thus, 
this reference to “tax allowance” is just another showing, from 
the language of the Agreement and the Commission's own 
opinion, that everyone meant “flow through” versus “nor- 
malization’” when they said just that, and that the fact that 
“rate base reduction” was not mentioned was purposeful. 

In addition to the direct language of the Settlement Agrcee- 
ment and the Commission Order approving it, there is addi- 
tional definitive proof as to the intent of the partics. Natural 
hesitates to burden this Court on this point, particularly in 
view of the fact that such extrinsic evidence need not be 
utilized when the language of the agreement is clear, as here. 
However, this case, and this issue, are of vital importance to 
Natural. Accordingly, these evidentiary coals will be carried 
to Newcastle. 

First, it should be noted that the only witness who testified 
in the proceedings below with regard to liberalized depreciation 
was Mr. VanScoyoe, the witness for the City of Chicago. This 
fact has particular relevance. Neither Natural, nor any other 
party, including the Staff of the Commission, introduced evi- 
dence on that issue. Natural did not discuss “flow through” at 
all in its “Initial Brief’ to the Examiner, filed February 27, 
1962,”* because Natural felt justified in relying on the then solidly 
established policy of the Commission of rejecting use of 
“flow through.” In the settlement negotiations thereafter, 
however, Natural was forced to reserve the issue of “flow 
through”’ versus ‘‘normalization”’ to secure the agreement of the 
City of Chicago to the scttlement, which settlement provided 
Natural and its customers with necded firm rates and gave the 
customers immediate refunds. 

The important point to note is that it was only because of the 
City of Chicago that the ‘flow through” question was reserved. 
Therefore, the Settlement Agreement expressly says that the 
issue, relative to liberalized depreciation, which is reserved, is 
“normalization” versus “flow through,” “as proposed and de- 
fined by the City of Chicago in these proceedings.’ Thus, it is 
relevant to consider how the City of Chicago “proposed and 
defined” the issue. They filed no briefs and thus their only 
presentation was through their witness, Mr. VanScoyoe. But 


4Such brief will be filed with the Clerk of this Court as part of the record in this case. 
4*R: 2961 and Appendix A hereto. 
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while he carefully defined the impact of “flow through” on 
Natural’s cost of service (R: 1275), he did not discuss or argue 
the rate base reduction question, either in the form in which it 
is now propounded by the Commission or, as is discussed below, 
in the form which it then took—as a reduction of ‘‘rate of re- 
turn.” Instead, Mr. VanScoyoe’s Exhibit Nos. 19 (R: 3317) 
and 20 (R: 3320) related wholly to his theories as to the effect 
of “normalization” on taxes and on ratepayers. His Exhibit 
No. 21 (R: 3323) showed alternative affects on Natural’s “‘ex- 
cess earnings,’”’ as he saw it, if accelerated depreciation were 
not used for tax purposes, if it were used and normalized, and 
if it were used and “flowed through,” as he proposed. None of 
his alternatives took into account “‘rate base reduction” or even 
“reduced rate of return on deferred taxes,’’ so that only “flow 
through” versus “normalization” was “proposed and defined” 
by the City of Chicago. This is another clear demonstration 
that the Commission erred. 

At this point, it seems well to explain the references to 
“reduced rate of return on deferred taxes.’”’ ‘‘Rate base reduc- 
tion” has been explained as being a Commission response to its 
thesis that taxes deferred by a natural gas company by use of 
liberalized depreciation, and not ‘flowed through” to cus- 
tomers, constitute a tax free loan from the customers. Under 
such policy, the Commission precludes the company from 
“earning on’ such funds by reducing ‘‘rate base” by an amount 
equal to such deferrals, so that when the “rate of return” is 
multiplied times the “rate base’ to arrive at the “return” 
portion of cost of service, no “return” will be earned on the 
“deferred tax portion” of rate base. 

There is a second way of achieving the same general result. 
This second method operates to reduce the “rate of return,” 
rather than “‘rate base,” but the amount of the ‘“‘return”’ is re- 
duced in both situations. When the “rate of return” is reduced 
under this second method, it is done by way of the thesis that 
a part of the company’s capital funds have been furnished by 
the deferral of taxes by use of liberalized depreciation. Thus, 
the company’s capital is regarded as represented by debt 
(bonds, debentures, etc.), preferred stock, common stock and 
deferred taxes. Actual interest rates and preferred dividend 
rates are “allowed” to compute a portion of the ‘‘rate of return” 
and a “fair and reasonable” figure is “allowed” as the “cost of 
common equity.” Finally, either some allowance or none is 
made for “earning on” the ‘deferred taxes portion of capital.” 
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If no “carning”’ is allowed thereon, the result in terms of reduc- 
tion of “return” is basically the same as if the deferred taxes 
were deducted from rate base, but the result is achieved by 
“rate of return’’ reduction, rather than “rate base reduction.” 

The relevance of all this to the question at hand is that while 
the proceedings below were being tried before the Commission 
and while, and after, the Settlement Agreement was being 
written, and approved by the Commission, the liberalized de- 
preciation “earnings on deferred taxes”’ question was not being 
handled by the Commission on the basis of “rate base reduc- 
tion.” That policy was adopted in the Alabama-Tennessee 
decision, in 1964. Prior to Alabama-Tennessee, the Commis- 
sion was handling the question by way of reducing the rate 
of return. But instead of allowing no earnings on such “tax 
portion” of capital, the Commission, starting with Opinion 
342, Northern Natural Gas Company, 25 FPC 431 (1961), 
allowed “earnings” at the rate of 1.5% on the deferred taxes, 
whereas debt cost was in the 4-5% range, equity in the 9.5- 
12% range and overall ‘rate of return” in the 6-6.5% area. 
This 1.5°¢ policy was followed in later cases. 

Thus, when Dr. Beidatsch, the rate of return witness of the 
Commission’s Staff, testified during 1961 at the hearings in 
Natural’s case, prior to the settlement, he recommended in- 
clusion in Natural’s rate of return of an allowance of 1.5% on 
the “deferred tax reserve portion of the capital structure.” 
(R: 1176-77). And that ‘‘rate of return on the deferred tax 
component of capitalization” issue was actively contested by 
the Staff and Natural in the hearings. For example, the only 
brief filed in this docket on cost of service issues was Natural’s 
above-mentioned “Initial Brief’? to the Examiner. In that 
brief, Natural devoted Section II B, pages 41 through 45, to a 
refutation of the efforts of Dr. Beidatsch to compute Natural’s 
rate of return by his allowance of 1.5% on the “reserves.” 
Only the testimony of Dr. Beidatsch was discussed, because 
neither the witness for the City, Mr. VanScoyoc, nor any other 
witness had raised the “‘rate base reduction’’ or “‘return on de- 
ferred tax component” question. Mr. VanScoyoc had not done 
so, of course, because he had directed his testimony solely to 
“flow through” versus “normalization,” and not to “rate of 
return,” or to the question of reduced earnings on the deferred 
taxes, which at that time was a “‘rate of return” question. 

In the settlement, the rate of return question, including the 
“return on deferred tax’’ question (which, again, was the form 
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taken by the “rate base reduction” issue at that time) was 
terminated, the settlement being made on a gross dollar cost 
of service basis, inclusive of the “rate of return” issue. No 
facet of the “rate of return” issue was reserved for later de- 
cision, as may be seen by examination of the language of the 
Settlement Agreement.” Therefore, it is completely logical 
that the Settlement Agreement does not refer to, and did not 
reserve, the “rate base reduction” question. It was not then 
an independent issue and the rate of return issue, of which 
“rate base reduction” was then a part, was terminated by the 
settlement, along with almost all other issues. What the Com- 
mission has now done is to attempt to decide the “rate base 
reduction” question a second time—first as a part of, and sub- 
merged within, the rate of return part of the overall settlement 
which the Commission approved in Opinion 367, and secondly 
as the independent “rate base reduction” question in the 
Orders under review herein. Thus, not only has the Commission 
overzealously erred in contract construction, but its error has 
also led it to strike twice at Natural’s rates on the same issue 
—clearly a further unlawful act. 

The interpretation of the Settlement Agreement—a contract 
—is not a matter for Commission “expertise.” It is a matter 
for judicial decision. And that Agreement is binding upon the 
Commission and the parties as to what issues were, in fact, 
left for Commission decision by the bargaining of the parties, 
the results of which the Commission approved. 

Natural believes that the conclusion is inescapable that the 
“rate base reduction” issue was not reserved by the parties to 
the Settlement Agreement, that the Commission consequently 
erred in its Opinion Nos. 456 and 456-.A by ordering Natural to 
reduce its rates to reflect that policy, and that the only question 
properly before the Commission, and therefore the only issue 
properly before this Court for decision, concerns ‘‘flow through” 
versus “normalization” in computing Natural’s tax expense 
allowance as a component of cost of service for rate purposes. 

Il. “FLOW THROUGH” IS AN INVALID POLICY 
WHICH VIOLATES THE ORDERS 
OF THIS COURT AND OF CONGRESS 

In the Orders under review, the Commission used one para- 
graph’* to decide that “flow through” is applicable to Natural, 
citing its own Alabama-Tennessee decision three times in that 


UR: 2960-62 and Appendix A hereto. 
4 (R: 5120). 
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paragraph. It is Natural’s position that the “flow through” 

method is invalid and that the procedures by which it was 

adopted in Alabama-Tennessce and applied to Natural are also 
invalid. 

A. “Flow Through’’ Is Invalid Because It Gives Natural No 
Incentive To Use Liberalized Depreciation For Tax Pur- 
poses, Which This Court Has Held Is Required 

By adoption of its Alabama-Tennessee policies of “flow 
through” and “rate base reduction,” the Commission has 
foreed most companies in the natural gas industry, including 

Natural, to attempt to give up use of liberalized depreciation 

for tax purposes.!° Such action violates the Commission’s duty 

to honor the purpose of Congress in enacting the liberalized 
depreciation provisions of the Internal Revenue Code. This is 
made clear by the Court decisions which consistently upheld the 

Commission’s use of “normalization” from 1953 to 1964, before 

its drastic change in 1964 in the Alabama-Tennessce decision. 

The reason that Natural and other companies have taken 
steps to be in the position to give up use of liberalized depreci- 
ation in the face of the Commission’s “flow through” policy” 
is clear. Use of liberalized depreciation causes higher depreci- 
ation and lower taxes in the carly years of an assct’s life, but 
lower depreciation and higher taxes in later years. When 

Natural, through “normalization,” was able to retain the taxes 

not paid, and thus deferred, in the earlier years (as signified by 

its reserve) and to realize earnings on any “rate base’ pur- 
chased with such funds, Natural was protected against the 
later tax increase." What is important at this point is that 

Natural and most other pipelines, faced with “flow through” 

(which takes away, by immediate rate reductions, the taxes 

deferred) and ‘rate base reduction” (which precludes any 

earnings on a portion of “rate base’ equal to whatever past 
reserves are not required to be “flowed through’’), believe that 
only harm will result to their economic status from use of 
liberalized depreciation and have attempted to abandon its use. 


19 Some companies have given up use of liberalized depreciation for 1963 and subse- 
quent years. Natural’s request to the Internal Revenue Service for permission to 
revert to use of straight line depreciation in computing its 1965 federal income tax 
was given prelir approval on July 20, 1965. Natural may use liberalized de- 
preciation for 1965 if it so elects when it files its return. But if Natural does so, it will 
only be under the coercion of threat of even greater loss, from Commission action. 
This topic will be discussed later herein. 

20 And “rate base reduction” policy. 

The Commission, in Alabama-Tennessce, now says, contrary to its 1953 to 1964 
pronouncements, that this later tax increase will not occur. This will be shown to be 
false later. 
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A Commission policy which produces this result is invalid, 
as ix readily demonstrated by this Court’s own en bane decision 
in Panhandle Eastern Pipe Line Company v. FPC™ In that 
proceeding, the Commission had ordered “normalization,” but 
had required its then-in-uxe form of “rate base reduction.” 
That is, it had required Panhandle to earn only a reduced, 1.5% 
“return” on the “deferred tax portion of capital.’’> The mem- 
bers of this Court, in a 5-4 decision, upheld the validity of 
that Commission holding. 

But what is important here is that none of the nine members 
questioned “normalization.” And all nine members subscribed 
to the rationale that is vital here—that the Congressional pur- 
pose in enacting liberalized depreciation requires that the Com- 
mission, to quote the majority opinion, provide pipelines with 
“sufficient profit incentive for the company to continue gen- 
erating these funds by investing in plant and utilizing ac- 
celerated depreciation.” 

Any reading of the Panhandle majority decision shows that 
the Court approved the 1.5% ‘return on tax reserves” only 
because it believed, on that record, that such reduced ‘‘re- 
turn,” in combination with “normalization,” “would provide 
the company ‘with sufficient incentive to continue to use 
liberalized depreciation.’ The dissent applied the same 
standard, but decided that such incentive was not supplied by 
the Commission’s policy. The important point here is that now, 
in the Orders under review, the Commission has taken away 
all “return on reserves” and has even taken away the oppor- 
tunity to compile future reserves, by prohibiting “normaliza- 
tion.” By so doing, it has clearly destroyed all incentive for 
the pipelines to use liberalized depreciation and Natural and 
other companies have responded by attempting to abandon 
its use. But this full Court, in Panhandle, said that such an 
incentive must be provided. 

The plain fact is that the Commission, on this liberalized 
depreciation matter, has been treating the Courts as rubber 
stamps. It has repeatedly changed its position and cach time 
has ignored prior judicial holdings, apparently confident that 
it will be upheld in its new-found, reversible exercise of “ex- 
pertise.” If the Commission can successfully do this—if its 
decisions can be relied upon only until the composition of the 

2 115 U.S. App. D.C. 8, 316 F.2d 659, cert. den., 375 U.S. 881 (1963). 

23 This is roughly equivalent to reduction of rate base by 75-77% of the amount of 


the deferred tax reserves (since 1.5% is roughly 23-25% of a “normal rate of return”). 
%115 U.S. App. D.C. 8, 316 F.2d at 663. 
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Commission changes and a different social philosophy gains 

control—and can secure judicial approval each time it switches 

position, then Natural submits that judicial review has lost 
its Meaning. 

This Court, in 1963, unanimously said that the Commission 
must provide pipelines with “sufficient incentive to continue to 
use liberalized depreciation.”” The Commission has defied the 
Court and removed all incentive. Reversal, Natural submits, 
must result. 

B. ‘‘Flow Through” Provides Natural No Incentive to Use 
Liberalized Depreciation, the Means Congress Chose to 
Accomplish Its Ends, and thus Overrules Congressional 
Policy 

In its Alabama-Tennessce decision, the Commission tried to 
make its ruling compatible with its duty to allow pipelines 
incentive to use “liberalized depreciation” by asserting that 
“flow through” really does provide incentive to the pipelines 
to invest tn capital assets. This was done in a section of the 
Opinion entitled “Rate Flow-Through Is a More Effective 
Stimulus To New Investment Than Normalization,” wherein 
the Commission proceeded to substitute its own national 
economuc policy for that prescribed by Congress. All that is 
really necessary to dispose of the Commission’s arguments is 
to note, as this Court did in Panhandle, that Congress chose 
not only to stimulate economic activity and investment, but 
also to do so by a particular method which it thought would be 
effective. That is, by enactment of the liberalized depreciation 
provisions, Congress intended to, and did, provide companies 
with additional funds for investment. As this Court said in the 
Panhandle decision: 

“. . . the legislative history reveals that Congress in- 
tended the statute ‘to have far-reaching economic effects’ 
extending to ‘all segments of the American economy.’ 
Liberalized depreciation was scen as a means toward a 
broad economic goal; it was expected to ‘assist moderniza- 
tion and expansion of industrial capacity, with resulting 
economic growth, increased production, and a higher 
standard of living.’ (House and Senate Reports accom- 
panying Internal Revenue Code of 1954, reprinted in 
U.S. Code Cong. & Ad. News, 83d Cong., 2d Sess. Vol. 3, 
404648, 4655, 4835.) 

“To set this economic spiral in motion, producers must, 
of course, be willing to invest in plant and incur the at- 
tendant risks. Congress permitted ‘acceleration in the 
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speed of the tax-free recovery of costs [because it con- 
sidered this] of critical importance in the decision of 
management to incur [such] risks.’ Ibid. . . 1728 

Thus, as this Court has held, the method of stimulating the 
economy chosen by Congress was that of “investment stimu- 
lus,” by providing current investment funds. The Congress 
favored that method again in enactment of the “investment 
tax credit.’ If Congress had merely been interested in pro- 
viding an atmosphere conducive to economic expansion (which 
is what the Commission’s theory attempts), Congress could 
have created such an atmosphere by merely decreasing the 
tax rate, if it had been of the opinion that it could adequately 
stimulate economic expansion by reducing cost, and conse- 
quently price and, hopefully, consumption. But Congress did 
not approach the problem of how to encourage investment and 
economic expansion in that way. Instead, Congress sought to 
promote economic expansion by encouraging, and facilitating, 
investment, in order to thereby directly increase industrial 
expenditures. This was done in recognition that investment 
brings employment, which brings purchasing power and, in 
that way, increased consumption, in a evcle of economic ac- 
tivity. Congress therefore carefully chose a different technique 
than direct consumption stimuli for effectuating more fully its 
objectives. The technique Congress chose—increased depre- 
ciation deductions in the early years of asset life—accomplishes 
the Congressional objective of encouraging investment by 
freeing cash that companies would otherwise have to pay to the 
government in the form of taxes. 

In its Alabama-Tennessce decision, however, and now in the 
Orders under review, the Commission has decided that Con- 
gress was wrong in using the economic policy of encouraging 
investment to stimulate the economy. The “more effective” 
method, say's the Commission, is to stimulate gas sales volumes 
and this “consumption” increase will, by effect on the demand 
factor, stimulate the economy generally. That is a familiar 
economic position, which is often advanced, and Natural is not 
inclined to debate its validity here, because it is irrelevant. The 
fact is that in enacting the liberalized depreciation statutes, 
Congress did not choose the “stimulate consumption directly” 
thesis. It chose the equally often advanced “stimulate eco- 
nomic activity, and consumption, by stimulating investment 

% 115 U.S. App. D.C. 8, 316 F.2d 659, at 662. 

2% Int. Rov. Code of 1954, §38. 
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directly” thesis. Can it seriously be argued that once Congress 
has chosen its goals and methods, that the Federal Power Com- 
mission can, in the important segment of the economy it regu- 
lates, thwart Congress? Can the Courts be expected to allow 
the agency to thus take over partial control of national eco- 
nomic policy? 

It is probably true, as the Commission argued in its Alabama- 
Tennessee decision, that a pipeline would not be allowed to 
expand without a reasonable showing of the existence of mar- 
kets and it is also truce that they would not attempt to do so. 
But lack of markets has not been a problem in the natural gas 
industry. Under the stimulus of a growing economy and popu- 
lation, markets have grown and_ pipelines have expanded. 
Part of the stimulus to the economy has been investment 
incentive programs provided by Congress, such as liberalized 
depreciation. Congress provided such liberalized depreciation 
stimulus to the natural gas industry, as well as to all other 
industrics.% It is not for the Federal Power Commission to 
decide that Congress is wrong—that investment stimulus is 
not necded in the industry. It is not for the Commission to 
contradict Congress by simply issuing its manifesto that 
“pipelines have always been able to attract the necessary 
new capital to finance the required expansion, they do not 
need to resort to interest-free loans from their ratepayers.’’*8 
The pipelines have expanded mightily while they have retained 
deferred taxes, through “normalization.” The Commission 
may have some areas of diserction, in which Congress has not 
spoken, in which it might be lawful for the Commission to 
exercise its own theories of economic planning. But that is 
irrelevant here. Congress has spoken here. 

As an agency of the federal government, the Commission is 
duty bound to give effect to Congressional legislation. This 
ix nothing more than saying that the agency is bound to uphold 
the law. Indeed, in this case, the Commission has recognized 
that it must give effect to the Congressional policy reflected 

™ There is no need for Natural to cite the very voluminous references from the 
Congressional record which show that Congress knew and intended when it enacted 
liberalized depreciation that it would apply to all segments of industry, including 
pipelines, and that it has since been informed of the pipeline use thereof, with ‘‘normal- 
ization”, and has done nothing to disturb the situation. Nor is there need to show 
that the intention was to encourage investment. This Court has recognized both of 
these points in its Panhandle opinion, supra, and the Commission admitted them in 
Alabama-Tennessee (31 FPC at 208, 210) and then spent the rest of the Opinion 
scrambling to justify its opinion that its economic policy making is better than that 


of Congress, 
7331 FPC at 208. 
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in Section 167 of the Internal Revenue Code, 7.¢., encourage 
economic expansion in plant and capital assets. 

But Congress did more in Section 167 than simply set forth 
an objective. After a great deal of debate, wherein it was 
proposed that Congress could accomplish its objectives by 
granting an across-the-board tax reduction, Congress chose to 
accomplish its objectives, not with a tax reduction, but by 
allowing companies to use liberalized depreciation for tax pur- 
poses. Having done so, it is not for the Commission to now 
say that Congress should have distinguished regulated com- 
panies from other companies, and as to them, granted a tax 
reduction to stimulate consumption, instead of allowing them 
to use liberalized depreciation. For the Commission to do so, 
would be for it to substitute its judgment for that of Congress. 
This is exactly what this Court, in Panhandle, said the Com- 
mission could not do, when this Court held that the Com- 
mission must allow an incentive so that companies will use 
the method for encouraging economic expansion which Con- 
gress provided. 

In the instant case, however, that is exactly what the Com- 
mission has done. “Flow through” treats the liberalized depre- 
ciation provision as establishing a tax reduction, Congress, on 
the other hand, intended that liberalized depreciation should 
work a deferral of tax. Since “normalization” is consistent with 
Congress’ choice, the Commission is duty bound to use that 
method. This is nothing more than stating the obvious truth 
that where Congress has chosen a method of accomplishing an 
objective, a federal regulatory agency cannot substitute its own 
judgment. This is, of course, true with regard to the acts of 
Congress which establish and set forth the duties and limita- 
tions of an agency. Sce, ¢.g., United Gas Pipe Line Co. v. Mobile 
Gas Service Corp., 350 U.S. 332 (1956). This is also true where 
Congress has set forth, in statutes of general applicability, ob- 
jectives as well as methods of insuring that those objectives 
will be attained. In the area of anti-trust, for example, Con- 
gress has established a policy in favor of competition. The 
method prescribed for effecting that objective is through the 
enforcement of the Justice Department. In the context of a 
regulated industry, therefore, a regulatory agency cannot take 
action which might frustrate implementation of the Congres- 
sional method for dealing with anti-trust problems, even if it 
fully considers the policies. This is the basic holding of the 
United States Supreme Court in California v. Federal Power 
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Commission, 369 U.S. 482 (1962), where the Court held that 
the Federal Power Commission should not have proceeded to 
the merits of a certificate application when the subject matter 
of that application was also at issue in a Justice Department 
prosecuted anti-trust litigation. (See also City of Pittsburgh 
v. F.P.C., 99 U.S. App. D.C. 113, 237 F.2d 741, 754 (1956).) 

Similarly, the Commission cannot ignore the provisions of 
the Natural Gas Act and the Administrative Procedure Act on 
the theory that ad hoc procedures better protect the rights of 
interested parties than those which Congress set forth in such 
acts of general applicability. See eg., Wong Yang Sung v. 
McGrath, 339 U.S. 33, 52-53 (1950), where the Supreme Court 
said: 

“We find no basis in the purposes, history or text of this 
Act for judicially declaring an exemption in favor of de- 
portation proceedings from the procedural safeguards en- 
acted for general application to administrative agencies, 
We hold that deportation proceedings must conform to 
the requirements of the Administrative Procedure Act if 
resulting orders are to have validity. Since the proceeding 
in the case before us did not comply with these require- 
ments, we sustain the writ of habeas corpus and direct re- 
lease of the prisoner.” 

Once again, where Congress provides a method for imple- 
menting certain objectives, a federal regulatory agency must 
give effect to the method selected by Congress. 

In this area of liberalized depreciation, Congress has decreed 
that pipelines, like other industries, should be able to defer 
their taxes, and retain and use such funds for investment, and 
that is binding on the Commission, as it is on all citizens. The 
Commission is bound to give effect to the method for promoting 
economic expansion which Congress prescribed. Since “nor- 
malization” effectuates the full intent of Congress and “flow 
through”’ does not, the Commission erred in ordering Natural 
to “flow through” the tax effect of the use of liberalized depre- 
ciation. 


C. The Commission’s ‘‘Factual’’ Premises Are Irrelevant and 
Do Not Justify Reversal of This Court’s Opinions. 


As noted earlier, the Commission did not justify its “flow 
through” policy in the Opinions underreview, except by reference 
to its Alabama-Tennessee decision. That latter decision, how- 
ever, is filled with Commission assumptions based, allegedly, 
on the Commission’s “expertise.” They are all directed, 
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however, toward attempted justification of the Commission’s 
position, after the Commission has rejected the method prescribed 
by Congress, in enactment of liberalized depreciation, to increase 
economic activity. However, as pointed out in the two immedi- 
ately preceding sub-sections of this brief, the Commission can- 
not reject the will of Congress. Therefore, the Commission’s 
attempted justification of its own preferences is irrelevant. 

Additionally, however, many of the Commission’s basic 
“factual” premises are in crror or are based on rank assump- 
tions. Natural refers to such matters as the C ommission’s non- 
record assumptions in Alabama-Tennessee that natural gas re- 
serves will last so long that exhaustion of supply need not be 
considered and that pipeline plant investment will continue in 
at least the magnitude of the past. Natural will not waste space 
debating about these speculations and assumptions, because 
they are irrelevant. But Natural would point out that the 
Commission seems to fecl foreed to engage in such excursions 
in an effort to justify its dramatic, and drastic, change of well 
established “normalization” policy. That policy actually 
started in 1953, relative to accelerated amortization” in a 
proceeding entitled Treatment of Federal Income Tazes as 
Affected By Accelerated Amortization, 12 FPC 371 (1953), in 
which the Commission adopted “normalization.” This policy 
was retained, in regard to accelerated amortization, in Pan- 
handle Eastern Pipe Line Co., 13 FPC 53 (affirmed, City of 
Detroit v. F-P.C., 97 U.S. App. D.C. 260, 230 F.2d 810 (1955)), 
and in Phillips Petroleum Co., 24 FPC 587 (1960). 

‘As to liberalized depreciation, “normalization” was adopted in 
the first cases dealing with the problem: Amere Gas Utilities 
Co., 15 FPC 760 (1956), regarding accounting, and El Paso 
Natural Gas Co., 22 FPC 2€0 (1960), regarding ratemaking 
(affirmed, El Paso Natural Gas Co. tv. F.P.C., 281 F.2d 567 
(1960)). The policy was continued in such cases as United 
Fuel Gas Co., 23 FPC 127 (1960) (affirmed, Cities of Lexington 
v. F.P.C., 295 F.2d 109 (1961)); Re Tennessee Gas Transmis- 
sion Co., 24 FPC 204 (1960); Re Northern Natural Gas Co., 
Opinion 342, 25 FPC 431, 38 PUR 8rd 149 (March 7, 1961); 
Re Kansas Nebraska Natural Gas Co., 25 FPC 448 (March 8, 
1961); Re Panhandle Eastern Pipe Line Co., Opinion 344 (1961) 
(affirmed, Panhandle Eastern Pipe Line Co. v. FPC., supra.) 

In those decisions, the Commission consistently held that use 
of liberalized depreciation results in a deferral of taxes, not a 
4 26 USC 168. 
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tax saving. In Alabama-Tennessee, however, the new Com- 
mission discovered” that this was no longer true. That newly 
found thesis was based, by the Commission, on its assump- 
tion that there will be continuous additions to pipeline assets 
in sufficient magnitude that no pipeline’s liberalized deprecia- 
tion reserve will ever decrease. It is true, the Commission 
concedes, that as to each asset, use of liberalized depreciation 
works a deferral. And in the later years, depreciation dedue- 
tions become lower than they would have been if straight line 
depreciation had been used, and the deficiency is charged 
against, and reduces, the reserve. But the Commission is en- 
tranced by the fact that the total amount in the reserve will 
not decrease if enough new plant is constantly added that the 
“early years” high liberalized depreciation deductions more 
than offset the reserve reductions from the older assets. 

The Commission's opinions sound as if this fact is both new 
and relevant, and that its discovery has caused it to reverse 
position, In fact, however, the Commission was well aware of 
this fact at least as carly as 1956, when it used “normalization” 
in Amere. The Commission there said (15 FPC at 782): 

“It is clear that the charging of greater depreciation 
during the early life of property and the charging of less 
during the later life operates to create a deferral of income 
taxes. The fact that there may be continuing additions 
to plant, vear by year, with the result that there will be a 
balance in the reserve account at all times in the foresee- 
able future, does not prove there is no tax deferral. On the 
contrary, it proves that there is a continuing tax deferral 
so long as additional facilities are heing installed. This is 
precisely what Congress intended.” (Emphasis added.) 

The fact is that there has not been any new discovery, or 
changed circumstances, or increased experience, or increased 
“expertise.” There has simply been a change of Commission 
membership. And three of those new members outyoted two 
others, in Alabama-Tennessee, and continued in their same 
view in the Orders under review, to not only completely reverse 
Commission policy, but also to ignore repeated Court decisions 
upholding “normalization.” 

Natural has already pointed out the Panhandle decision, 
in which this Court not only upheld the Commission’s use of 
“normalization,” but also held that an additional incentive 
to use liberalized depreciation must be allowed. Earlier, how- 
ever, this Court had approved “normalization” even more 
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explicitly in the Czty of Detroit case, supra. The Court first 
pointed. out that ‘Congress intended by section 124A” only 
to defer tax liability,’ and approved the reserve method of 
segregation of capital to preclude payment of dividends out of 
funds provided for investment use. The Court then noted 
that “Petitioners object to the Commission’s method of nor- 
malizing income tax expense, by which all computations are 
made as if amortization were not accelerated. They contend 
that in order to hold rates to a ‘just and reasonable’ level, the 
savings effected by the accelerated amortization should partly 
inure to the benefit of consumers.”’ 230 F.2d at $21-22. 

This Court then went on to discuss the ruling of the Com- 
mission, ‘‘ which concluded, we think correctly, that the intent 
of Congress reflected in section 124A is not to benefit consumers 
but rather the taxpayer in order to encourage construction of 
certain emergency types of facilities.’” This Court then affirmed 
the Commission, thus not only upholding ‘“‘normalization,” but 
also ruling directly against “‘rate base reduction.” 

Perhaps the most explicit phrasing of judicial support of 
“normalization” was stated by the United States Court of 
Appeals for the Fifth Circuit, in El Paso Natural Gas Co. v. 
F.P.C., 281 F.2d 567, 573 (1960). That Court first ruled that 
the “two true tax savings’ provisions relative to “depletion” 
and “intangible drilling expense’’ are to “be treated alike,”’ 
with the benefits therefrom passed along to customers, because 
“no theoretical amount not actually paid can be so included.” 
But as to “‘normalization”’ of liberalized depreciation, the Court 
recognized the dramatic difference. The Court went on: 

‘The one exception, if it be an exception, is the treat- 
ment to be afforded the tax saving or deferral resulting 
from the use by the taxpayer of the declining balance 
method of depreciation of new equipment. In practical 
effect this works a tax deferral rather than a tax savings. 
If the company were charged for rate making purposes 
with such “savings” during the year in which the depre- 
ciable assets were acquired, and the rate resulting from 
such treatment of the taxes was thereafter used for later 
years, as is here the case, it is clear that the company 
would be paying higher taxes in subsequent years than 
in the test year, but would not be entitled to an adjust- 
ment in rates to cover the increase. Therefore, we approve 
the Commission’s treatment of the “‘saving”’ resulting from 
using the declining balance method of depreciation for 

30 Now Section 168 of the Internal Revenue Code, 26 U.S.C.A. $168. 
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tax purposes but computing its taxes for rate making 
purposes on the straight line method of depreciation, 
placing such “savings” in a special reserve to be used to 
equalize tax payments in later years. These amounts can 
never represent added return to the company because of 
the restriction as to their use.” 

The Commission has ignored the existing relevant judicial 
precedents. The Commission carefully chose to do so in a pro- 
ceeding involving one of the smallest pipelines (Alabama-Ten- 
nessce), ina case in which the record was closed, and contained 
the testimony of Mr. Van Scoyoe, the perennial “flow through” 
advocate, but no opposition testimony.*? And the Commission 
“supplemented” its carefully chosen record with a potpourri 
of unsupported outside material. The Commission then auto- 
matically applied its Alabama-Tennessce decision to Natural, 
in a proceeding in which the record was in exactly the same 
condition. 

By abandoning “normalization,” the Commission rejected 
the rate making procedure which spreads the rate burden of a 
pipeline’s total tax liability evenly over the period of the life 
of its assets. Such even spreading, or accrual, matches the 
charge for use of the asset with the flow of income derived from 
use of such asset or assets. In effect, “normalization” is simply 
a normal application of the principles of accrual accounting and 
rate making to the tax expense deferral arising from the use of 
liberalized depreciation. As a result, all charges related to use 
of the asset are matched with the physical deterioration of the 
asset, rather than being allowed to fluctuate artificially as a 
result of the liberalized depreciation allowance provided by Con- 
gress. This, in turn, precludes fluctuation of rate charges 
which might well result in artificial windfall benefits to current 
ratepayers and impose unwarranted burdens upon future rate- 
payers. 

The Commission erred by choosing a rate making policy 
which has the above regulatory defects. But this Court need 
not even consider such matters. The plain truth is, as pointed 


3t “Normalization” was also upheld in Cities of Lexington v. FPC, 295 F.2d 109 
(4th Cir., 1961). 

It must also be noted that the “flow through” issue would never have been in 
either the Alabama-Tennessee case, or the proceedings below, had not Mr. Van Scoyoe 
interjected them while testifying for an intervenor. This is in contravention of the 
principle announced by the Supreme Court in Vinson 2. Washington Gas Co., 321 U.S. 
489, 498 (1943), that ‘‘one of the most usual procedural rules is that an intervenor is 
admitted to the proceeding as it stands, and in respect of the pending issues, but is 
not permitted to enlarge those issues or compel an alteration of the nature of the 
proceeding.” 
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out in subsections A and B of this section, that the Commission 
has violated its duty to follow Congressional mandates. This 
Court, and other Courts, have required, such as in Panhandle, 
that the Commission must allow an incentive to companies 
subject to its regulation to take advantage of the method for 
economic expansion provided by Congress—use of liberalized 
depreciation for tax purposes. But the Commission has violated 
such rulings by taking away from Natural, all incentive to use 
liberalized depreciation. For that reason, the Commission’s 
“flow through” policy should be reversed. 


III. Even Assuming, Purely Arguendo, That the ‘‘Rate Base 
Reduction” Question Was Reserved By the Settlement 
Agreement, the Commission Erred in Ordering Natural 
to Reduce Its Rate Base By an Amount Equal to Its Re- 
serve for Deferred Tax Expenses 


This Section III discusses whether the Commission erred in 
the Opinions under review when it decided that Natural must 
deduct its deferred tax reserves from its “‘rate base”’: that is, 
the question of whether “rate base reduction” is an invalid rate 
policy.* Natural will here show that the Commission’s “‘rate 
base reduction” policy is clearly invalid under the direct hold- 


ings of this Court in the City of Detroit and Panhandle cases. 
In City of Detroit, supra, this Court held invalid exactly the 
same “rate base reduction” policy which the Commission 
adopted in Alabama-Tennessee, and mechanically applied to 
Natural below. In so holding, this Court said (230 F.2d at 
$21-S22): 

“Petitioners object to the Commission’s method of 
‘normalizing’ income tax expense, by which all computa- 
tions are made as if amortization were not accelerated. 
They contend that in order to hold rates to a ‘just and 
reasonable’ level, the savings effected by the accelerated 
amortization should partly inure to the benefit of con- 
sumers. They propose that this be accomplished by treat- 
ing the saving simply as ordinary depreciation would be 
treated. That is, in computing recoverable expenses, the 
income tax expense would be figured at its actual, instead 
of ‘normalized,’ amount, but depreciation expense would 
be set at the accelerated figure. Thus the same saving 


3 Natural believes the Court should rule on this issue irrespective of whether the 
Court rules with or against Natural on Section I of this brief. That is, if ‘rate base 
reduction” is held to have not been a reserved issue, this Court should still rule on 
the validity of “‘rate base reduction,” because the Commission would attempt to apply 
that policy in a subsequent proceeding relative to a later time period. If it is held to 
have been reserved, then its validity is clearly relevant herein. 
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would accrue to Panhandle, but under the name of de- 
preciation expense rather than income tax expense. The 
difference, however, would lie in this, that amounts recovered 
as depreciation expense are deducted from the rate base. Thus 
an essence petitioners’ plan would allow Panhandle its yearly 
saving for the five year period, but would deduct the amount 
of that saving each ycar from the rate base.” (Emphasis 
added.) 

This court went on to hold that such deductions from the 

rate base are unlawful, stating: 

“This plan was rejected by the Commission, which con- 
cluded, we think correctly, that the intent of Congress re- 
flected in section 124A is not to benefit consumers but 
rather the taxpayer in order to encourage construction of 
certain emergency types of facilities. Were the tax savings 
deducted from the rate base, the taxpayer here would not 
receive the intended benefit. The valuations upon which 
it is entitled to earn a fair rate of return would be decreased 
by the amount of the savings. In placing the savings at the 
disposal of Panhandle under the limitations specified, the 
Congressional intent is effectuated. The funds go into a 
reserve account for the payment of the deferred taxes to 
accrue after the five year amortization period. Though 
thus earmarked, the funds are available for income-pro- 
ducing purposes. Unless this is permitted, it is difficult 
to see how Panhandle could benefit substantially from 
section 124A. This statute, unlike the Natural Gas Act 
itself, is not for consumer benefit. It has a different public 
policy and should be given effect as intended by Congress. 
Furthermore, the solution of the Commission does not 
result in higher rates to the consumer. It simply does not 
operate to reduce them. It aids Panhandle but neither aids 
nor harms petitioners. We think this is the result sought 
by Congress.” (230 F.2d at 822). 

The footnote appended to this passage is also instructive. 

“Petitioner City of Detroit and Commissioner Doty 
contended that Panhandle would benefit by being able to 
write off the property in a short period of time. But even 
if that be considered an advantage, the question is whether 
it alone would fulfill Congressional intent. Panhandle 
points out that if it had to deduct the tax saving from the 
rate base, it would probably lose in the long run. The 
two primary uses for the saving would be reinvestment, 
by virtue of which the money would again go into the rate 
base, and retirement of debt. Panhandle argues forcefully 
that if it used the tax saving to retire debt, it would save 
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only the interest on its debt, while giving up 5.75%, return 
on that same amount. Thus Panhandle would suffer a net 
loss, since the interest cost of debt is generally less than 
5.759. On the other hand, if the tax saving were used to 
reinvest in plant, there would also probably be a net loss 
beeause there would inevitably be a lag between the time 
the money becomes available and the time it is added to 
the rate base. Thus is seems clear that if rapid writing off 
of investment be an advantage which would accrue to 
Panhandle under petitioners’ proposal, it might be too 
easily offset by disadvantages for us to conclude that it 
was the sole benefit to investors contemplated by Congress. 
This conviction is reinforced, of course, by the fact that 
there is no indication of a Congressional intent to benefit 
consumers.” (230 F. 2d at 822, n. 17.) 


Thus, this Court flatly held, on independent consideration, 
that the Congressional purpose in enacting the deferred tax 
provisions required that the deferred tax reserve not be de- 
ducted from the rate base. Yet, the Commission has done just 
that. 

In Panhandle, supra, this Court again considered the “‘rate 
base reduction” question, but that time in the context of its 


other form—‘reduced return on the deferred tax portion of 
capital.’”” The Commission allowed a 1.5% return on such 
“nortion of capital,” which is roughly tantamount to deducting 
75-77% of deferred tax reserves from rate base. As discussed 
earlicr, this Court split, 5-4, on the question of whether allow- 
ance of a 1.5% ‘“‘return’”’ constituted a violation, or ‘‘reversal,” 
of the City of Detrozt decision, and whether 1.5% was “sufficient 
incentive to continue to use liberalized depreciation.” The 
majority held it was sufficient incentive, and thus not incon- 
sistent with City of Detroit. The dissent disagreed. Natural, 
too, believes that 1.5% is not a “sufficient incentive.” 

But the merits of that disagreement are irrelevant in this 
proceeding. What is important here is that the dissent thought 
that 1.5% was insufficient, the majority thought 1.5% was 
enough and City of Detroit stands uncontradicted, and not 
overruled, as a definitive holding that full “rate base reduction”’ 
(like a zero “return on deferred taxes’’) is not valid. And all 
nine judges of this Court, in Panhandle, also agreed on the 
principle that the Commission must allow a “return on re- 
serves” which “provides sufficient profit incentive for the 
company to continue generating these funds by investing in 
plant and utilizing accelerated depreciation.” 
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By its decision below, and its Alabama-Tennessce ruling, the 
Commission has held for no return and no incentive. 

This makes the Commission's third policy on this question 
in about 3 years—full return (no rate base reduction) since 
the early 1950's, 1.5% in Northern Natural® and Panhandle® 
and zero return (full rate base reduction) in Alabama-Tennes- 
sec in 1964, and in the proceedings under review. 

The Commission gave no justification for its convertible 
principles in its Opinion below. And in Alabama-Tennessee, 
the Commission brushed this important issue off with a casual 
non sequitur, The discussion there speaks mainly of whether 
the Commission will allow pipelines to keep the deferred tax 
reserves Which they accumulated in the past. The Commission 
decided it would (except as to Natural, as discussed in Section 
IV, below). Then, in three short paragraphs, the Commission 
claimed that it had now found that past reserves “will not 
be needed in the foreseeable future to defray any inercase in 
the taxes payable upon earnings from all depreciable prop- 
erties used in rendering regulated service” and that, there- 
fore, ‘these balances must now be regarded as consumer- 
contributed capital. ...” 

“Viewed in this light, the rate of return should be zero 
since rates must be fixed upon the basis of a company’s 
actual total cost, including its cost of capital, and no cost 
has been incurred in the accumulation of these balances. 

“Our determination in this respect will not be retro- 
active but will apply only from and after the effective date 
of the order issued herein. Our prospective change in 
policy is dictated by the necessity to reflect the changed 
status of such accumulated balances.’ 

“Viewed in the light” of the Commission’s actual past 
holdings and the facts of this issue, the above statements of the 
Commission are simply not accurate. First, the Commission re- 
garded deferred tax reserves as “‘consumer-contributed capital” 
when it set its “1.5% on reserves” policy in 1961.7 And the ma- 
jority of this Court in Panhandle believed that “the funds gencr- 
ated by accelerated depreciation cost the company nothing,’’8 
Thus, the Commission’s new switch from 1.5% to “Zero” (or 
full ‘‘rate base reduction”) was not caused by any new findings. 


425 F.P.C. 431 (1961). 

% 25 F.P.C. 550 (1961), 

%* 31 F.P.C. at 219-220, 

¥ In Northern Natural Gas Co., 25 F.P.C. 431, and Panhandle Eastern Pipe Line Co., 
25 F.P.C. 550. 

* 316 F.2d at 663. 
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Similarly, the Commission’s claim that its change of policy 
is caused by “the changed status of such accumulated balances” 
is also less than candid. Let us assume that the Commission is 
correct: that the reserves will never be needed to “defray” 
future “inercased taxes payable.” Why should that affect 
whether Natural should be able to ‘carn a return on such re- 
serves.” If those reserves are really cost-free capital, then they 
are cost free whether they will be used to pay future increased 
taxes or not. 

This Court deserves to know the true facts. The Commis- 
sion’s true rationale—which it seems unwilling to openly ex- 
press—is this. The Commission has ordered “flow through.” 
If that decision is upheld, there will be no further accumula- 
tion of reserves, because all taxes deferred will be ‘flowed 
through” in the form of reduced rates. That leaves only re- 
serves accumulated in the past and as to those, the Commission 
undoubtedly reasons that Natural needs no incentive to in- 
duce it to use liberalized depreciation for tax purposes and 
thus compile those reserves—it has done so already. But it 
has done so only under the incentive of “normalization” and 
no “rate base reduction,”’ pursuant to Commission sanction. 

Thus, stripped of its obfuscation, the Commission’s position 
is simply that the Commission now does not believe that it 
must provide a ‘“‘sufficient profit incentive for the company to 
continue generating these funds by investing in plant and 
utilizing accelerated depreciation,” as this Court held in Pan- 
handle. And the Commission obviously believes it will be able 
to convince this Court that the Court didn’t really mean that 
its Panhandle decision need last for more than a year or two. 
Thus, the Commission ruled for “flow through,” and thereby 
abolished all incentive as to the future. And then the Commis- 
sion reasoned that since all incentive was gone anyway, it 
could just as well take away earnings ‘on the reserves” ac- 
cumulated in the past too, to add a dash of retroactivity and 
entrapment—entrapment because Natural has used liberalized 
depreciation as a source of capital in the past, knowing that 
under the Commission’s then policies, it would earn on any 
plant purchased with such capital. But now Natural finds it 
cannot earn on such plant, if the Commission is upheld. But 
if Natural had secured such capital from securities issuance 
instead, as it would have done if it had known the Commission 
would reverse itself, it would still be earning on that plant. 
And yet, the Commission somehow finds itself able to claim 
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blandly, in the above quoted passage from Alabama-Tennessee, 
that its “determination in this respect will not be retroactive” 
—and this as it removed any return on reserves accumulated in 
the past. 

As discussed earlier, funds secured by use of liberalized de- 
preciation result from a deferral of taxes—a “loan” from the 
Internal Revenue Service, ordered by Congress. Under ‘“‘nor- 
malization,” the rate payer does not make this loan, because he 
pays the same rates as he would have paid if liberalized de- 
preciation had not been used for tax purposes. As the Com- 
mission itself recognized in <imere: 

“the argument that the sums in the reserve account will 

rightfully belong to the rate payers, or that the rate payers 

will bear any burden they do not now bear, by reason of 

the creation of the reserve, is wholly erroneous. . - Base 
Therefore, the funds made available to business generally 
through the use of liberalized depreciation should, and must, 
be treated as loans from the government to business. Precisely 
this was the benefit bestowed on business by Congress through 
the recognition of liberalized depreciation for tax purposes. 
‘And this was done in order to provide a stimulus to investment 
in new facilities. The investment, of course, was expected to 
be in facilities acquired for the purpose of producing income for 
the taxpayer. Both the increased investment and the resultant 
increased income of the public and industry, in turn, were de- 
signed to stimulate the economy in general—the investment 
through increased employment in supplier industries and in the 
investing industry itself (employees to use the increased plant) 
and the income through increased wages, dividends and invest- 
ment funds provided thereby.” 

The Commission has rejected this thesis and substituted its 
own theories of counter cyclical economic policy. And how 
does the Commission propose to stimulate investment, even 
under its own theories, if pipelines now give up use of liberalized 
depreciation? That would mean they would have nothing to 
315 F.P.C. at 782 (1956). 

4° There can be no doubt that Congress anticipa 
result from use of liberalized depreciation, because in 
Ways and Means, House of Representatives, to accompany 
Sess. (Rept. No. 1337, 1954), repeated largely verbatim in Rept. of Committee on 
Finance, U.S. Senate, to accompany the same bill (Rept. No. 1622, 1954), it was 
stated at page 25 that although there would be a “first year” tax revenue loss from 
liberalized depreciation, “in the second and immediately subsequent years. . . - it is 
highly likely that by that time the stimulus which the new formula brings will have 


produced a volume of additional investment and taxable income which will result in 
there being no net revenue loss under this provision.” 
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“flow through,” with the result that the reduced rates which 
the Commission says will increase sales, which will in turn 
stimulate investment, will never materialize. It proposes to 
handle that problem it seems, by forcing pipelines to set their 
rates on a “flow through” basis, even if they do not use lib- 
eralized depreciation for tax purposes. That is the Commission 
Staff’s position in Midwestern Gas Transmission Company, 
Docket No. RP61-19, et al (proceedings now in progress), and 
in other proceedings now before the Commission. 

Thus, the Commission policies have come full around. A 
Congressionally prescribed “incentive” system will become a 
Commission imposed “coercion” system. And in doing this, 
the Commission has directly defied this Court’s holdings that 
full “rate base reduction” is unlawful, as well as the decision 
of this Court, and its sister Courts of Appeal, upholding ‘“‘nor- 
malization.”’ All this in the interest of substituting the Com- 
mission’s economic policies for those prescribed by Congress. 

It is thus clear that the Commission’s action in reducing 
Natural’s rate base by “rate base reduction’ unlawfully con- 
travenes not only this Court’s holdings, but also the will of 
Congress, and thus exceeds the Commission’s power. As the 
Commission itself has recognized: 

“This Commission is an agency of Congress created to 
perform certain legislative functions which Congress has 
delegated to us. We have a legal and moral obligation to 
abide by and execute the laws of Congress. This obligation 
does not permit us to substitute our judgment for that of the 
Congress or nullify the clear Congressional intent by ad- 
ministrative action.’’*! (Emphasis added.) 

Yet, that is precisely what the Commission has done. 


Iv. Assuming, Purely Arguendo, the Validity of the Com- 
mission’s Ruling in These Proceedings that Natural Must 
Utilize ‘‘Flow Through’ and ‘‘Rate Base Reduction,” 
the Commission Erred in Giving Retroactive Effect to 
Those Policies 

In holding that the principles of “flow through” and “rate 
base reduction” were applicable to Natural, the Commission 
ordered Natural to give effect to those principles as of February 

3, 1964, the date of Opinion No. 417, Alabama-Tennessee, and 

reasoned that it would have been “inequitable” to give effect 

to its new principles of ‘flow through” and “rate base reduc- 
tion” as of a prior date. Natural agrees (assuming, arguendo, 

S12 F.P.C, at 372. 
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they may be applied to Natural at all), but will here show that 
it was also unlawful, ax well ax inequitable, for the Commission 
to make its decision as to Natural retroactive to that date. 

In light of the action the Commission has uniformly taken 
with respect to implementing its newly adopted liberalized 
depreciation policies as against other companies in other cases, 
the Commission could not validly choose to apply its policies 
to Natural prior to the date it found such policies valid as to 
Natural (March 18, 1965). Additionally, fundamental prin- 
ciples of avoidance of discrimination, as well as of clementary 
fairness, should have impelled the Commission to pick Oc- 
tober 1, 1965, as the effective date of its policies as to Nat- 
ural, This latter fact arises because the Commission, since is- 
suance of its Alabama-Tennessee decision, has uniformly utilized 
dates, with regard to other pipelines, which are later than the 
date on which “flow through” and “rate base reduction” were 
found applicable to Alabama-Tennessce Natural Gas Com- 
pany. Each of the dates chosen for those other companies was 
on or near October 1, 1965. Furthermore, there are many 
companies in the pipeline industry which have not applied for 
rate Increases recently and against whom no rate investigations 
have been instituted. As to such companies, the Alabama- 
Tennessce policies cannot be applied prior to 1966, at the 
earliest. In this context, it is inequitable for the Commission 
to utilize any date earlier than the October 1, 1965 date pro- 
posed by Natural, and applied to other companies. The Com- 
mission has discriminated against Natural, by policies violative 
of the Commission’s statutory duty and of Natural’s rights 
under the Natural Gas Act and the due process clause of the 
United States Constitution. 
A. The Commission Was Not Required to Apply ‘Flow 

Through”’ Retroactively 

The City of Chicago urged below, as an intervenor, and in 
its Petition For Review herein, that the Commission was re- 
quired to pick March 1, 1961 as the effective date for use of 
“flow through” as to Natural. It is clear that the basic general 
limitation upon the Commission as to effective dates is that 
when a natural gas company files an application for a rate 
change, as Natural did in 1960 to begin the rate case proceed- 
ing below, the Commission can make its decision therein ef- 

“ This Section IV of this Argument is, of course, moot as to “rate base reduction” 


if this Court holds with Natural in either Section I or Section III of this brief, and is 
moot as to “flow through” if this Court holds with Natural in Section IT hereof. 
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fective no carlier than the date on which the company began 
to collect the new changed rates. In the proceedings below, 
that date was March 1, 1961. The City of Chicago takes the 
position that such carlicst possible date is the date on which the 
Commission was required to make its “flow through” decision 
effective. This is a clearly incorrect position, supported by 
neither applicable law nor the Settlement Agreement language, 
and the Commission rejected that position below. 

Chicago based its argument below wholly on its position that 
the Settlement Agreement required use of the 1961 date. A 
reading of that Agreement, including the Section IV(2) “flow 
through” versus “normalization” text, shows that the Agree- 
ment docs not bind the Commission to order “flow through” 
as to Natural, if at all, at any given date. It speaks, instead, 
of Natural being required to make ‘‘any refunds and/or rate 
reductions” by a particular distribution method and of Na- 
tural’s obligations to make “‘such further refunds,” with in- 
terest ‘“‘as shall result from the reduction, if any” in Natural’s 
rates “that may be required by the Commission at the time of 
such order” requiring “flow through.” The significance of 
the rate reduction-refund language, of course, is that if ‘‘flow 
through” were ordered to be effective only prospectively, from 
or after the date of the Commission’s order, then only a re- 
duction in Natural’s rates would be ordered. On the other 
hand, if the order were made retroactively, as the C ommission 
has attempted to do, then refunds, too, would be ordered. The 
language of the Agreement shows that both possibilities were 
contemplated, so that the Commission was left free, by the 
Settlement Agrecment, to choose either a prospective or retro- 
active date. Thus, the Commission was clearly correct when 
it held, in Opinion No. 456, relative to the claims of the City of 
Chicago: 

“It is entirely clear to us that the agreement was drafted 
with the possibility of refunds in mind. Thus it is provided 
that ‘In the event it shall be determined’ that Natural 
must use‘ flow-through’, it ‘shall make such further refunds 
_. .as shall result from the reduction, if any, in the level of 
any of the rates contained in its FPC Rate Schedules that 
may be requested by the Commission... .’ However, it is 
also clear that the refund is made contingent on the action 
we might take on the question of liberalized depreciation 
and there is no language in the settlement which can fairly 


® Last paragraph of Section IV(2) of the Settlement Agreement; R: 2962 and Ap- 
pendix A hereto. 
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be interpreted as requiring us to order refunds retroactive 
to the date the rate increase was put into effect by 
Natural.’’# 

The Commission also correctly held: 

“Opinion No. 367 approving the settlement does not 
lead to a different result. The relevant language reads as 
follows (28 FPC at p. 733): 

“The second issue is whether Natural should ‘nor- 
malize’ its tax expense to climinate the effect of Int. 
Rev. Code §167, relating to accelerated depreciation, 
or should compute its tax expense on the basis of taxes 
actually paid during the test year (1960). The settle- 
ment provides further that pending our decision on 
these issues, Natural shall collect revenues subject to 
refund based upon a 52% tax rate and ‘normalized’ 
depreciation. 

“This language, like that in the settlement agreement, 
does not require a refund as of any particular date, al- 
though it does contemplate a refund if that should be 
required by our determination.”* 

The above discussion is sufficient to demonstrate that the 
Commission is not required to apply “flow through’? retroac- 
tively, to March 1, 1961 or any other date, and that the City 
of Chicago is in error when it claims the Commission is re- 
quired to do so. In the next succeeding subsection hereof, 
Natural will show that a prospective date is required. 


B. The Commission Violated Its Own Policies, Unlawfully 
Discriminated Against Natural, and Violated Natural’s 
Constitutional Rights by Applying “Flow Through” 
Retroactively 

The Commission erred in several respects in using the Feb- 
ruary 3, 1964 date for application of “flow through” to Natural 

—a date some thirteen months prior to the time the Commis- 

sion found the policy was valid as applied to Natural. The Com- 

mission’s error revolves around two basic facts. The first is 
that only as to Natural has the Commission attempted to apply its 

“flow through” policies retroactively. Thus, blatant discrimination 

against Natural has been committed. This is easily demonstrated. 

As noted earlier, the Commission’s first adoption of “flow 
through’’® was in its Opinion No. 417, Alabama-Tennessee. 

“eR: 5123). 

“ (R: 5123-24). 
“ And of “rate base reduction” too (although a reduced 1.5% return on the “‘de- 
ferred tax portion” of capital had been earlier ordered). Since “rate base reduction” 


was not reserved by the Settlement Agreement, only “flow through” will be referred 
to herein. 
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And in that case, the Commission clearly adopted a policy of 
not applying “flow through” retroactively. First, the Commis- 
sion did not order Alabama-Tennessee Natural Gas Company 
to make any refunds, but instead applied “flow through” pro- 
spectively from the date of the Opinion. Thus, the direct 
holding of the case was against retroactivity. Secondly, the 
Alabama-Tennessce decisions are liberally sprinkled with state- 
ments cither directly expressing the Commission’s adoption of 
a prospective application policy or stating that companies 
would not be required to “flow through” (refund) the deferred 
tax reserves which they had accumulated in the past. (If **flow 
through” is applied retroactively, all or a part of such reserved 
amounts must be refunded.) 

The most complete statement that the Commission’s policy 
js to be prospective only is in the Commission’s Opinion No. 
417-A, on Petition for Rehearing, where the Commission, after 
noting that Alabama-Tennessee, under Opinion No. 417, “now 
has the option of retaining the fund” (referring to accumulated 
deferred tax reserves), went on to state: 


“California argues that since we have determined upon 
rate flow through for the future, we should also order the 
existing accumulations be flowed through to the consumer 
in the form of rate refunds or reductions. The present 
ratepayers no longer have to pay a return on the funds 
previously accumulated, and will receive the immediate 
bencfit of the tax savings presently accruing to the com- 
pany. Moreover, we have made clear that we will give 
‘AMlabama-Tennessee, and other companies ordered to shift 
to flow through, the option of flowing through all or part 
of their accumulated funds pursuant to an approved plan 
which will insure that any reduction in the consumer- 
contributed capital fund will be reflected in lower rates 
to such consumers. The fact that the funds already ac- 
cumulated will probably never be used for the tax repay- 
ment purpose for which they were originally collected does 
not mean that no provision whatever may be made for 
this contingency. Balancing all considerations the Com- 
mission decided that rather than to order the refund of these 
funds contributed by consumers it would permit Alabama- 
Tennessee to retain them in a special account.’ (Emphasis 
added.)* 


4731 F.P.C. 928, at 932. 
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In Opinion No. 417 itself, the Commission had stated the 
same conclusion, that its decision: 

‘. . . does not disturb these accumulations (which we 
are allowing the respondent and other companies under 
FPC jurisdiction to retain, but at a zero return for the 
future)... .7’8 

Later in that Opinion, it expanded this position, stating: 

“We are of course not now dealing with the question 
of whether as an initial matter these reserves should have 
been accumulated. The accumulations are already in ex- 
istence. In these circumstances there would appear to be 
two possible alternatives: we can require the accumula- 
tions to be gradually dissipated or we can require them 
to be maintained as contingency reserves against even the 
remote possibility that due to some improbable but con- 
ceivable combination of circumstances future ratepayers 
may be called upon to defray the cost of higher taxes 
attributable to the use of liberalized depreciation in the 
earlier years. We believe that the pipeline companies should 
be given the option of retaining the accumulations as con- 
sumer-contributed reserves or of amortizing the accumula- 
tions over a period of years by refunds or rate reductions 
which will return the money to their consumers. The 
latter can be done only by directing that prior to any 
withdrawal of any part of the accumulated fund the pipe- 
line be directed to present the Commission with a plan 
outlining in detail how the accumulations are to be re- 
turned to their original source. Pending submission of such 
a plan and its approval by the Commission the accumula- 
tions will remain available as contingency reserves for use 
in the event that in any given year the company’s taxes are 
greater than they would have been had it not been taking 
liberalized depreciation.”” (Emphasis added.) 

Then, after discussing the “return to be allowed on deferred 
taxes,” the Commission flatly stated: 

“Our determination in this respect will not be retroactive 
but will apply only from and after the effective date of 
the order issued herein. Our prospective change in policy 
is dictated by the necessity to reflect the changed status 
of such accumulated balances.” (Emphasis added.)# 

The above discussions were then incorporated in the findings 
of the Commission. The Commission held: 

“(5) Accumulated ‘deferred tax’ balances should be main- 

#31 F.P.C. 208, at 209-210, 


#731 F.P.C. 208, at 220. 
#31 F.P.C. 208, at 220. 
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tained intact and retained by Alabama-Tennessce as a con- 
tingency reserve (not a segregated fund) and withdrawn 
only to offset any increased taxes resulting from a decline 
in over-all tax depreciation deductions, attributable to 
earlier use of liberalized depreciation, on all depreciable 
properties used in rendering public service, below the level 
of the normal tax deductions under straight-line depre- 
ciation, or until amortized pursuant to a plan approved 
by the Commission as provided herein.”® 

It is, therefore, perfectly clear that the Commission, on 
February 3, 1964, when the Alabama-Tennessee Opinion was 
issued, had firmly decided that its Opinion was not to be retro- 
active. And this decision was not to be—and was not—limited 
to Alabama-Tennessee Natural Gas Company. It was to be, 
and has been, a consistently applied prospective policy. But 
Natural has been treated differently. 

In the Alabama-Tennessee decision itself, the Commission 
made clear that it had consistently provided in previous cases 
that its new liberalized depreciation policies, if any were to be 
developed, would apply prospectively only as to other compa- 
nies, as well as Alabama-Tennessee Pipeline Company itself. 
The Commission stated in its Alabama-Tennessee Opinion, after 
phrasing the issues: 

“The same issue was also deferred in a number of Com- 
mission orders prescribing future rates for other natural 
gas pipeline companies, conditioned on the decision in this 
casc.? In thus reserving this issue, we uniformly provided 
that any changed policy which might be formulated in 
this proceeding would have only a prospective effect on 
the rates and charges of the individual pipelines con- 
cerned... .” 

“3.4 merican Louisiana Pipe Line Co. and Michigan Wis- 
consin Pipe Line Company, Opinion No. 363, issued Sep- 
tember 17, 1962; El Paso Natural Gas Company, Opinion 
No. 379, February 18, 1963; Natural Gas Pipe Line Co. of 
America, RP61-8, Opinion No. 367, October 25, 1962.” 

Thus, the Commission flatly held that its policies were to be 
applied to Natural, and the other named pipelines, only pro- 
spectively. That direct statement of the C ‘commission alone is 
enough to show conclusively that the Commission erred when 
it changed its policy (but only as to Natural) by applying 
“flow through” (and “rate base reduction”) to Natural retro- 


31 F.P.C. 208, at 221. 
8231 F.P.C. at 209. 
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actively. Every company, except Natural, which has been 
ordered to adopt “flow through,” has been allowed prospective 
use of the policy. And this includes American Louisiana Pipe 
Line Company, Michigan Wisconsin Pipe Line Company and 
Southern Natural Gas Company, other companies named in 
the footnote above, along with Natural, as companies to which 
the Commission had “uniformly provided that any changed 
policy which might be formulated [in the Alabama-Tennessee 
proceeding] would have only prospective effect on the rates and 
charges of the individual pipelines concerned.” 

This uniform prospective application—other than to Natural 
—is casily demonstrated. 

In separate March 30, 1964 Orders approving rate scttle- 
ments, the Commission applied “flow through” and “‘rate base 
reduction” to Panhandle Eastern Pipe Line Company and 
Trunkline Gas Company, effective October 1, 1965. Thus, 
the Commission used a date some cighteen months after its 
decision, rather than a retroactive date, 

In similar fashion, the Commission approved a July 1, 1965 
effective date for “flow through” and “rate base reduction” 
when it approved a settlement involving Algonquin Gas Trans- 
mission Company, on March 30, 1964. Again, a future date, 
not a retroactive date, was used.54 

On June 23, 1964, the Commission continued its consistent 
pattern of prospective use of its Alabama-Tennessce pronounce- 
ments, by approval of the rate reduction proposals in American 
Louisiana and MV tehigan Wisconsin. Those companies were 
mentioned in the above quoted footnote in the Commission’s 
Alabama-Tennessce decision, along with Natural, as specific 
instances in which 4 labama-Tennessee would be applied pro- 
spectively. “Rate base reduction” and “flow through’ were 
approved by the Commission for use effective October 1, 1965 
—another prospective application. 

In a Notice of Proposed Rulemaking in Docket No. R-264, 
issued July 7, 1964, the Commission reiterated its support of 
the prospective nature of its Alabama-Tennessee decision. At 
mimeo pages 1 and 2, it is stressed that the balances of the de- 


® Use of those policies is contingent on Alabama-Tennessee being upheld on appeal, 
and “flow through” upon continued use of liberalized depreciation for tax purposes. 


luction of the rates of Southern Natural Gas 
May 14, 1964 by the Commissi i i 
. with rate reductions 
+ 1964. 31 F.P.C. 1173. 
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ferred taxes accumulated in the past be “‘maintained intact and 
retained by the regulated company,” not “flowed through,” “to 
offset possible future increases in actual tax liabilities stemming 
from the use of liberalized depreciation in earlier years.”’* 

Finally, the Commission continued its prospective applica- 
tion policy in its Opinion No. 444, Midwestern Gas Transmis- 
sion Co., et al., 32 F.P.C. 993 (1964), where the Commission, as 
with Natural, deferred decision on the liberalized depreciation 
question and ruled that Midwestern’s “rates shall be subject to 
further reduction prospectively,’ after the date of the future 
decision to be ultimately ordered. In the same fashion, Natural 
too should have received prospective treatment, consistent 
with the Commission’s firmly established and consistent 
“prospective use” policy. There can be no justification for the 
Commission’s retroactive use of Alabama-Tennessee in regard 
to Natural, while applying it prospectively for everyone else. 

The Commission’s consistent policy is perfectly clear. The 
Commission decided, in Alabama-Tennessee, that as to Ala- 
bama-Tennessee, Natural, Southern Natural, Michigan Wis- 
consin and American Louisiana (the companies mentioned 
specifically in footnote 3 of Opinion No. 417), and as a matter of 
general policy, its newly developed ‘‘flow through” and “rate 
base reduction” policies would not be retroactive. Since 
Alabama-Tennessee, the Commission has uniformly followed 
that policy in American Louisiana, Michigan Wisconsin and 
Southern Natural, as well as in the Panhandle, Trunkline, 
Algonquin and Midwestern cases. The Commission also fol- 
lowed that non-retroactivity policy in its proposed rulemaking 
procedures and the Commission Staff has clearly recognized 
that such policy has been established. A reversal of this con- 
sistent pattern as to Natural only, as was urged by the C ity of 
Chicago, and as the Commission did in the proceedings below, 
is violative of Commission general policy and constitutes a 
discriminatory differentiation in policy between Natural and 
other pipelines. It is also an arbitrary, and thus unlawful, 
abuse of Commission power. 

The principle that there be no discrimination between dif- 
ferent parties subject to the authority of an administrative 
agency is, of course, a basic tenet of law.” For example, the 


99 F.R. 9723. The Commission there again stated that its Alabama-Tennessee 
decision was to be a precedent as to other companies. 

8 It is, of course, also the duty of the Federal Power Commission to avoid diserim- 
ination in rate structures and policies. (Natural Gas Act, Sections 4(b) and 5(a); 
15 U.S.C. 717(¢), (d); 52 Stat, §21-833.) 
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impropriety of unequal treatment of natural gas companies 
was recognized by both the Commission and this Court in 
Episcopal Theological Seminary v. Federal Power C. ommission, 
106 U.S. App. D.C. 37, 269 F.2d 228, cert. den., 361 U.S. 895 
(D.C. Cir. 1959). A group of producers had filed a notice of 
change in rate schedule containing a price increase under a 
contract escalation clause. The Commission suspended it and 
ruled it had not been shown to be Just and reasonable. On 
appeal one of the producers objected on the grounds of dis- 
crimination. This Court said, at 269 F.2d 228, 237: 

“Another contention of Continental may be shortly 
answered. This contention is that another independent 
producer in the same field, Gulf Oil Corporation, selling to 
the same buyer under the same contract, filed on February 
4, 1955, a change in Rate Schedule asking for similar 
reasons the approval of the periodic escalation clause as 
applied to it. On April 6, Gulf was advised that the raise 
requested had become effective as requested. 

“Obviously, any such arbitrary differentiation without 
any distinction as to the proceeding is not admissible. It is 
clear to us, however, that the differentiation under the 
circumstances it occurred cannot be made a reason for 
reversing the Commission’s order in these cases. The 
Commission’s explanation is this. The Gulf increase rate 
would produce an estimated $238 per vear total. The 
approval was routine. As soon as the Gulf approval was 
brought to the Commission’s attention, the Commission insti- 
tuted an investigation which it consolidated with petitioners’ 
proceeding. This so-called discrimination is not the type 
that requires like handling of other similar applications 
for rate increases. 4 motion to correct the G ulf order would 
be adequate... .”” (Emphasis added.) 

Thus, the Commission had already recognized its error in 
discriminating between the similarly cireumstanced companies, 
and had moved to try to correct it by applying its Section 5(a) 
power to the other company—Gulf.*8 And this Court specif- 
ically noted that such “arbitrary differentiation ... is not per- 
missible.”’ 

In Allantic Seaboard Corp. v. FPC, 201 F.2d 568 (4th Cir. 
1953), Atlantic Seaboard, its supplier, and its supplier’s sup- 
plier had all filed for rate increases. The Commission suspended 


See also, for example, Reef Fields Gasoline Corporation, et al, 19 F.P.C. 351 
(1958), where the Commission reversed its Prior order to equalize price suspension 
practices as to companies in a given area, because ‘‘of our responsibility to treat those 
similarly situated with equality... .” 
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effectiveness of the new rates of the two suppliers until Febru- 
ary 15, 1953, but suspended Seaboard’s filing until March 9, 
1953, because of a controversy over whether its filing conformed 
to the FPC Regulations. The Court of Appeals reversed the 
Commission action and ordered that the February 15, 1953 
date he set for Seaboard too. The Court ruled that the unequal 
suspensions would be damaging to Seaboard and that the dis- 
criminatory treatment could not be upheld even as an “exercise 
of a sound diserction on the part of the Commission.” 

The specific examples of avoidance of unlawful discrimina- 
tion between natural gas companies, listed above, are merely 
illustrative of the more general principle that: 

“It is well recognized that discriminatory legislation 
may be so arbitrary as to violate the due process clause of 
the Fifth Amendment. Nichols v. Coolidge, 274 U.S. 531, 
47 8.Ct. 710, 71 L.Ed. 1184, 52 A.L.R. 1081: MWinshi x. 
United States, 6 Cir., 131 F.2d 614, certiorari denied 319 
U.S. 775, 63 S.Ct. 1431, 87 L.Ed. 1722 (ruling affirmed, 
319 U.S. 463, 63 S.Ct. 1241, 87 L.Ed. 1519). 

Nichols v. Coolidge, supra, involved a tax statute, and the 
Court again noted that arbitrary action may “offend the Fifth 
Amendment.” (274 U.S. at 542.) See also Bolling v. Sharpe, 
347 U.S. 497 (1954), where the Court ruled that discrimination 
constitutes a violation of due process of law. 

Administrative discrimination was also rejected by this 
Court in McKay v. Wahlenmaier, 96 U.S. App. D.C. 313, 226 
F.2d 35 (D.C. Cir. 1955), involving a challenge to the award 
of an oil and gas lease on public lands by the Secretary of the 
Interior. In reversing the award, this Court held: 

“Tt is argued that, since the Secretary devised the regu- 
lation, he alone has the right to say what the consequences 
of violating it shall be. Whether that is so, we need not 
decide. The Secretary is bound by his own regulation so 
long as it remains in effect. He is also bound, we think, to 
treat alike all violators of his regulation. He may not 
justify, simply by saying the violation is unimportant, his 

eparture in a single case from an otherwise consistent 
policy of rejecting applications which do not conform to the 
regulation.”’ (Emphasis added.) 

In addition to the prohibition against discrimination, dis- 
cussed above, there is another basic principle which makes the 
Commission’s action unlawful: the principle that retroactive 
application of an administrative policy will not be allowed, if it 


“N.L.R.B. v. Edward G. Budd Mfg. Co., 169 F.2d 571, 578 (6th Cir. 1948). 
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would work a hardship upon a regulated company, particularly 
when the company had, before the policy change, operated 
pursuant to then applicable Commission policy. This principle 
is directly applicable to Natural, and the “flow through”’ issue, 
in vicw of the fact that the Commission’s adoption of “flow 
through” and full “rate base reduction,” in 1964 and 1965, was 
a direct and unanticipated reversal of the Commission’s prior 
policy of eleven years. The Commission itself noted that fact, 
in its Alabama-Tennessce decision, citing its “existing precedent 
as set out in Opinion No. 326, El Paso Natural Gas Company, 
Docket No. G-+4769, 22 FPC 260, 266-267." The El Paso 
decision was in 1959, but the basic Commission policy of “nor- 
malization”’ of taxes deferred by use of provisions of the federal 
income tax laws, designed to stimulate the economy, goes back 
to 1953, and continued consistently until Alabama-Tennessee.® 

It was in recognition of these unanimous holdings by the 
Commission, over that period of time; of the fact that the natu- 
ral gas industry had relied on those past decisions ; and of the 
substantial effects which would be produced by the change of 
policy made in Alabama-Tennessce, that the Commission ruled 
that its Alabama-Tennessee result would be applied prospec- 
tively only. But as to Natural, however, the Commission ap- 
plied the same policies retroactively, thus violating the restric- 
tion against retroactive reversal of the Commission’s policies. 
This restriction was stated, for example, in NLRB v. Atkinson 
Co., 195 F.2d 141, 149 (C.A. 9, 1952). The Board declared the 
company guilty of an unfair labor practice for discharging an 
employee, under a union closed shop agreement, who fell behind 
in his union dues. The Board had taken the case even though 
it had always refused to exercise jurisdiction over that industry 
previously, and then had ruled that the union had not been a 
valid representative of the work force, so that the discharge 
was invalid. The Court reversed the Board, holding: 

“We think it apparent that the practical operation of the 
Board’s change of policy, when incorporated in the order 
now before us, is to work hardship upon respondent alto- 
gether out of proportion to the public ends to be accom- 
plished. The inequity of such an impact of retroactive 
policy making upon a respondent innocent of any conscious 
violation of the act, and who was unable to know, when it 
acted, that it was guilty of any conduct of which the Board 


6031 F.P.C. 208, at 210, n. 5. 
% See Section II C hereof, supra, for examples of the many consistent cases in this 
Period. 
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would take cognizance, is manifest. It is the sort of thing 
our system of law abhors. 

“Nor is the retroactive reversal of policy, which took 
place here, any less abhorrent than that which the Board 
undertook to avoid in the C. A. Braukman matter, supra. 
The prior policy of not assuming jurisdiction in matters 
affecting the construction industry was so fixed and so 
notorious that we cannot perceive that respondent was any 
less taken by surprise than it would have been had the 
prior ruling occurred in a matter concerning this very 
respondent.” 

In C. A. Braukman, 94 NURB #234 (1951), unfair labor 
practice charges were filed against an employer over whom the 
Board had refused to take jurisdiction. The Board held that it 
should not retroactively apply its standards and that “this re- 
sult is dictated not only by the Board’s obligation to respect its 
own prior decisions, but also by a desire for fair play.” 

See also NLRB v. IBT, ct al, 225 F.2d 343 (Sth Cir. 1955), 
where the Court recognized that the Board had the power to 
alter its rules, but noted, in regard to retroactive change, that: 

“it does not scem to us to make either legal or com- 
mon sense to say that the Board’s rulings are wholly with- 
out any sanctity under the Act as a guide for employer or 
union conduct, but that the Act intends that anyone who 
relies upon and uses the Board’s rulings as a basis for his 
actions shall be left subject to entrapment and branding as 
the perpetrator of an unfair labor practice in what he has 
thus done, if the Board thereafter chances, by reason of 
change in personnel or otherwise, to depart from one of its 
previous positions and rulings.” 

The principles of inequity discussed in the cases above are 
presumably what impelled the Commission to apply its Alabama- 
Tennessee policies prospectively only. The same principles were 
also applied in VLRB v. E & B Brewing Co., 276 F.2d 594 
(6th Cir. 1960). The Board reinstated, with back pay, a dis- 
charged employee, because discharge had been on the basis of 
a “hiring hall agreement” which the Board held, retroactively, 
to be against its policies. The Court reversed, holding that 
the Board’s “... attempted retroactive action here was, in the 
words of the Atkinson case, supra, ‘agency action which we 
are directed by §10 of the Administrative Procedure Act to set 
aside as arbitrary, capricious, and an abuse of disretion.’” 

Natural believes that the point in issue is clear. The Com- 
mission has retroactively reversed a long standing, established 
policy, to Natural’s substantial injury, which is in itself invalid. 


50 


In addition, however, the Commission has applied such retro- 
active treatment only to Natural. Thus Natural has been the 
victim of both an inequitable retroactive reversal of policy and 
also of present discrimination between companies subject to 
Commission jurisdiction. Both errors require reversal of the 
Commission’s opinion under review. 


CONCLUSION 
For the foregoing reasons, Natural requests that this Court 
order that the ‘“‘rate base reduction” issue was not reserved by 
the Settlement Agreement and the Commission thus erred in 
ruling on it; that “flow through” is an invalid policy; and that 
“rate base reduction” is an invalid policy. 


In the event this Court should decide, however, that ‘‘rate 
base reduction” was reserved and is valid and/or that “flow 
through” is valid, then Natural requests this Court to rule 
that neither policy may be applied to Natural prior to October 
1, 1965, or, at the earliest, March 18, 1965. 


Respectfully submitted, 


Cares C. McDuGatp 
Witiram W. Bracketr 
Steven L. Larson 


Ross, Hardies, O’Keefe, 

Babcock, McDugald & Parsons 
122 South Michigan Avenue 
Chicago, Illinois 


For Petitioner, Natural Gas 
Pipeline Company of America 


December 6, 1965 


APPENDIX A 
Section IV (2) of the Settlement Agreement (R: 2960-62) : 

“9. The question of whether Natural, in computing its 
cost of service for rate purposes, should compute its federal 
income tax expense allowance by ‘normalizing’ such taxes 
to eliminate the effect of Section 167 of the Federal In- 
ternal Revenue Code, which relates to ‘accelerated’ or 
“jberalized’ depreciation, or by utilizing the principle of 
“dow through’ of the tax effect of the use of such ‘acceler- 
ated depreciation’ deductions for tax purposes, aS Pro- 
posed and defined by the City of Chicago in these proceed- 
ings, rather than the ‘normalization’ method, shall be de- 
termined by an adjudication by the Commission in these 
proceedings and this issue shall not be terminated by ap- 
proval of the settlement proposed hereunder. 

“To permit a resolution of this issue at the earliest pos- 
sible date, however, all parties hereto request that in lieu 
of any intermediate decision proceedings herein, the Com- 
mission render a final decision with respect to such issue 
and, pursuant to the requirements of Section 1.30(c) of the 
Commission’s Rule of Practice and Procedure, request the 
opportunity to file briefs relating to this issue, inclusive of 
proposed findings and conclusions, in accordance with a 
briefing schedule to be prescribed by the Commission, and 
to thereafter present oral argument to the Commission re- 
lating thereto; each party, subject to the foregoing, re- 
serving its right to apply for rehearing and petition for 
judicial review of the Commission’s decision with respect 
to such issue. 

“Tn the event it shall be determined in these proceedings 
by a valid and final order of the Commission that Natural, 
in computing its cost of service in these proceedings, must 
utilize the above mentioned ‘flow through’ method of tax 
computation, Natural, subject to its right to seek judicial 
review thereof, shall make such further refunds, with in- 
terest at 7 per cent per annum from the 2Cth day of each 
month in which each excess payment was collected, to the 
date Natural refunds such excess payment, as shall result 
from the reduction, if any, in the level of any of the rates 
contained in its FPC Rate Schedules that may be required 
by the Commission at the time of such order; provided, 
however, that Natural’s obligation to make a refund here- 
under shall not become effective unless and until the aggre- 
gate sum refundable under this Paragraph (2) shall be 
equal to $100,000. 


“Jt is agreed that the difference between the deprecia- 


tion deduction used in computing the Federal Income Tax 
allowance by use of the above mentioned ‘normalization’ 
method, which is included in the cost of service of 
$137,014,823, and the depreciation deduction for such tax 
allowance purposes, relative to such cost of service, which 
would have resulted from use of the above mentioned 
“flow through’ method, is $7,928,320. <Any refunds and/or 
rate reductions made by reason of this Section IV (2) shall 
be made as described in the last paragraph of Section 
IV (1) above.” 
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SUPPLEMENTAL INITIAL BRIEF FOR PETITIONER 
NATURAL GAS PIPELINE COMPANY OF AMERICA 


On Petition to Review and Set Aside Orders of the 
Federal Power Commission 


Natural Gas Pipeline Company of America (Natural), 
a Petitioner herein, files this Supplemental Initial Brief 
pursuant to Orders of this Court entered April 13, 1966 
and May 2, 1966. Natural filed its Initial Brief herein 
on December 6, 1965, as did the other Petitioner, the 
City of Chicago. Natural’s Initial Brief states the facts 
of this case. 


I. PROCEDURAL CONTEXT 


Natural, in its Initial Brief, raised four basic errors 
committed by Respondent Federal Power Commission 
in the rate case against Natural, FPC Docket No. RP61-8, 
which is the subject of this appeal. 


j. The Commission erred in holding that the ‘‘rate 
base reduction’’ issue had been reserved for decision 
by the Commission below, when it had, in fact, not been 
reserved and instead had been terminated by a prior 
settlement. The City of Chicago agrees with Natural 
and opposes the Commission on this point, even though 
it is against their interest to do so. 


2. The Commission erred in holding that ‘‘flow 
through’? of liberalized depreciation is a valid method 
and must be utilized in setting Natural’s rates. 


3. Assuming arguendo, that the ‘‘rate base reduction’’ 
issue, contrary to the facts supporting point (1), above, 
was reserved, the Commission erred in holding that it 
is a valid method which must be utilized in setting 
Natural’s rates. 


4, Assuming, arguendo, that the Commission’s hold- 


ings in (1), (2) and (3) are affirmed, the Commission 
nevertheless erred in applying the ‘‘fow through’’ and 
‘‘rate base reduction’’ policies to Natural retroactively. 
The City of Chicago disagrees with both Natural and 
the Commission as to the effective date of ‘‘flow through”’ 
and contends that it should be applied to Natural as of 
an even earlier retroactive date. 


On January 26, 1966, this Court ordered further pro- 
ceedings herein held in abeyance, pending decision by 
the United States Court of Appeals for the Fifth Cireuit 
in Alabama-Tennessee Natural Gas Co. v. Federal Power 
Commission, No. 21610. On March 25, 1966, the Com- 
mission’s decision was affirmed in that case and by 
Order of this Court on April 13, 1966, these proceedings 
were ordered to resume, beginning with Supplemental 
Initial Briefs by Petitioners. The Commission moved 


Bei ee! 


to vacate said Order setting briefing schedule, which 
Motion To Vacate was denied by this Court on May 
2, 1966. This Supplemental Brief is filed pursuant to said 
Order of this Court. 


Il. SCOPE OF THIS BRIEF 


The only relevant event which has occurred since 
Natural filed its Initial Brief herein has been the decision 
of the United States Court of Appeals for the Fifth 
Circuit in Alabama-Tennessee. Therefore, this brief will 
consider only the effect of that case upon these pro- 
ceedings. 


It must first be noted that Alabama-Tennessee has no 
applicability to, and no effect upon, two of the four 
errors assigned herein by Natural. First, Alabama- 
Tennessee could not have, and did not, consider whether 
the ‘‘rate base reduction”’ issue was reserved in Natural’s 


settlement. (Question 1 in Section I, above.) Natural, 
and the terms of its settlement agreement, were not 
involved in Alabama-Tennessee. Therefore, that question 
remains as discussed in Natural’s Initial Brief herein 
(particularly Section I, pp. 10-18). 


Secondly, the Court Opinion in <Alabama-Tennessee 
also has no direct holding upon the question of whether 
the Commission can validly apply ‘‘flow through’’ and 
‘‘rate base reduction’’ to Natural retroactively, assuming 
those policies are basically valid. (See Question 2 in 
Section I, above, and Natural’s Initial Brief herein, 
particularly Section IV, pp. 37-50.) In Alabama- 
Tennessee, however, the Commission applied those policies 
prospectively, from the date of its Order in the case, 
and the decision of the Court of Appeals for the Fifth 
Circuit simply upheld that action. Natural believes that 
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such holding denotes limited judicial approval of changes 
of policy, if they are prospective. Such case did not 
deal with retroactive application. Natural would reiterate, 
however, that the Commission’s refusal, in Alabama- 
Tennessee, to apply those policies retroactively is very 
significant and that such action, and others, establishes 
the contrary treatment of Natural as invalid discrimina- 
tion. (See Natural’s Initial Brief herein, pp. 40-50.) 


In view of the above, this Supplemental Brief will 
discuss only questions 2 and 3 of Section I, above, re- 
lating to the basic validity or invalidity of the Com- 
mission’s (1) ‘‘flow through’’ and (2) ‘‘rate base reduc- 
tion’’ policies. 


Ill. THE ALABAMA-TENNESSEE CASE. 


The United States Court of Appeals for the Fifth 
Cireuit affirmed the Commission’s Alabama-Tennessee 


decision, holding that both ‘‘flow through’? and ‘‘rate 
base reduction’’ should be upheld as reasonable exercises 
of Commission discretion. These specific holdings are 
discussed in separate sections IV and V, hereinbelow. 


At this point it should be noted that in Section II of 
the Fifth Cireuit’s Alabama-Tennessee decision (mimeo 
pages 40 to 46), that Court noted that the Commission’s 
“approach and methods . . . invited adverse criticism’ 
(p. 3) and were ‘‘singularly eccentric’’, but held that 
“these eccentricities do not rise to the level of fatal 
procedural defects.’’ (p. 40) In Alabama-Tennessee, the 
only witness who testified with regard to the subject of 
liberalized depreciation was not a witness for the Com- 
pany or the Commission, but rather, was one Melwood 
Van Scoyoe, testifying for an intervenor. In Natural’s 
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case now before this Court, the only witness who testified 
with regard to liberalized depreciation was not a witness 
for Natural or the Commission, but rather was, again, 
Mr. Van Scoyoc. These hearings oceurred in 1961, well 
prior to the Commission’s 1964 reversal of position in 
Alabama-Tennessee. Natural relied on the Commission’s 
then unbroken nine-year support of ‘normalization.’ 
(In the Fifth Cireuit’s Alabama-Tennessee decision. that 
Court noted, at footnote 48 of mimeo page 41, that this 
consistent Commission record was established in “later 
eases,’ citing three cases. In fact, as Natural pointed 
out at page 27 of its Initial Brief herein, the Commission 
upheld ‘‘normalization’’? in at least seven “liberalized 
depreciation’ cases, plus others relative to accelerated 
amortization.) 


Thus, the same clements of substantive and procedural 
unfairness which existed in Alabama-Tennessee exist in 
Natural’s case below, plus the summary treatment ac- 
corded the question of the validity of ‘flow through”’ 
and ‘‘rate base reduction’? in Natural’s case. Whether 
or not such matters reach the level of a violation of 
procedural due process is not, however, the main point, 
or essential to this case. The important point is that 
such violations provide another clear indication that the 
Commission’s decision below (and in Alabama-Tennessee) 
did not constitute a reasoned exercise of Commission 
skill in contract and statutory interpretation, or even 
a reasoned exercise of regulatory ‘‘expertise’’ and ‘‘dis- 
eretion.’’ Instead, these decisions are merely the vehicles 
by which a change in Commission composition* was 

*At footnote 9, page 8, of the Fifth Circuit’s Alabema-Tennessee 
decision, that Court noted that Alabama-Tennessee was decided by a 
Commission which included three members appointed in 1961, one in 
1962 and two in 1963, so that none had participated in the Commission’s 


earlier consistent line of support of normalization. Since that time, two 
of those members have left the Commission. 
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translated into a change in Commission policy on these 
issues, as an exercise in changed social philosophy. This 
may be all very well as an academic matter but such 
changes are not permissible when they are in violation 
of statutes and ruling facts. 


The Fifth Cireuit’s Alabama-Tennessee decision upheld 
the Commission’s exercise of ‘‘special competency’’ and 
“‘diseretion.’’ Yet. the most basic defect in the Com- 
mission’s recent decisions, supporting ‘‘flow through’’ 
and ‘“‘rate base reduction.”’ is their violation and flaunting 
of the method chosen by Congress to stimulate the 
economy. and thus their violation of relevant judicial 
precedent. including this Court’s holdings in Panhandle 
Eastern Pipeline Company v. F. P. C., 115 U.S.App. D.C. 
8, 316 F.2d 659, cert. den., 375 U.S. 881 (1963) and City of 
Detroit v. F.P.C., 97 U.S.App. D.C. 260, 230 F.2d 810 
(1955). (See Natural’s Initial Brief herein, pages 19-31). 
No ‘‘special competence’’ or ‘‘discretion’’ can justify 
that. The errors of the Commission, and of the Fifth 
Circuit panel in Alabama-Tennessee, relative to the ‘‘flow 
through’’ policy and relative to the ‘‘rate base reduction’’ 
policy, will be discussed in Sections IV and V, below. 


IV. FLOW THROUGH VERSUS NORMALIZATION 
A. “Flow Through’’ Constitutes a Rejection, By the 
Commission, Of, at Least, The Method which Con- 

gress Has Chosen To Stimulate the Economy. 

In its Alabama-Tennessee decision, the United States 
Court of Appeals for the Fifth Circuit has made the 
same error that was expressed by the Commission 
earlier with regard to ‘‘Congressional intent.’’? That is, 
that Court correctly recognized that Section 167 of the 
Internal Revenue Code, which authorizes use of ‘‘liberal- 
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ized depreciation’’ deductions for tax purposes, does not 
“‘speak out loud’’ that it is intended to be ‘‘a limitation 
on agency ratemaking powers.’? The Internal Revenue 
Code provisions on liberalized depreciation do not, of 
course, mention the Natural Gas Act or pipelines, ete. 


But it is wholly incorrect to reason that such fact 
means that there is no Congressional intent or direction 
involved in Section 167 of the Internal Revenue Code 
which is relevant to pipelines such as Natural. The best, 
and only logical legislative practice is to use general 
terms and mention no specific class of taxpayer, if no 
exclusion is intended. That is what Congress did with 
liberalized depreciation, because Congress did intend all 
industries to be able to defer taxes by use of Section 
167 deductions and, by such tax deferrals, to be provided 
with funds for investment, which investment would serve 
to stimulate the economy. This is clear from legislative 
history, quoted below. And this is the vital fact which 
the Commission ignored and which the Court in Alabama- 
Tennessee overlooked, after insufficient attention by the 
parties. Congress did not simply express a desire to 
stimulate the economy by enactment of Section 167. 
Congress also chose a method to do so—by provision 
of tax deferred funds to business for investment. ‘‘Flow 
through” takes those tax deferrals away from pipelines, 
thus negating the Congressional directions. 


Natural’s Initial Brief described the Commission’s 
error in ignoring the method chosen by Congress to 
stimulate the economy—that of allowing Natural and 
other pipelines to retain cash, for investment, that would 
otherwise be paid in taxes. (Pages 22 to 26, Natural’s 
Initial Brief.) And Natural there pointed out that it is 
irrelevant that the Commission believed, in deciding 
Alabama-Tennessee, that its favored method of stimu- 
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lating the economy—lowering prices by ‘‘flow through’’ 
—is more effective than the ‘‘stimulate investment 
directly by providing investment funds’? rationale. It is 
irrelevant here because it is the latter rationale which 
Congress adopted when it enacted Section 167 of the 
Internal Revenue Code. The choice between those two 
differing economic philosophies is basic in our society. 
And in enacting the liberalized depreciation provisions, 
Congress made a conscious choice. Congress did not enact 
measures to lower prices. It did not adopt the ‘‘Stimulate 
the economy by providing funds for consumption directly”’ 
thesis, Instead, Congress chose to stimulate the economy 
through a stimulus to investment. 


Thus. when the Fifth Cireuit asked whether Congress, 
by enacting the liberalized depreciation provisions, 
“amended the Natural Gas Act by a reference in the 
Internal Revenue Code,’’ that Court simply asked the 
wrong question. The correct question is: ‘‘did the Com- 
mission err when it reversed its own policies and imposed 
its own theory of the best way to stimulate the economy 
and the gas pipeline industry, and ignored the method 
chosen by Congress to reach those goals.’’ 


The Fifth Cireuit panel decided that Congress probably 
did not have any particular intention relative to gas 
pipelines when it enacted Section 167 of the Internal 
Revenue Code. This may well be true. But it is demon- 
strably true that Congress did not intend any industry— 
including the gas pipelines—to be excluded from access 
to investment funds. For example, the House Committee 
on Ways and Means concluded, in its report on Section 
167, prior to enactment :* 


‘“‘The liberalized depreciation methods provided in 
the bill are to apply to all types of tangible deprecia- 


*H. Rep. No. 1337, 83rd Cong., 2nd Sess. (1954), pp. 23, 24. 
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ble assets, including farm equipment, machinery, 
and buildings, rental housing, and industrial and 
commercial buildings as well as machinery and 
equipment. They are limited, however. to property 
new in use and therefore never before subject to 
depreciation allowances. For all segments of the 
American economy, liberalized depreciation policies 
should assist modernization and expansion of indus- 
trial capacity, with resulting economic growth, in- 
creased production, and a higher standard of living.’’ 
(Emphasis supplied) 


The Senate Committee on Finance and its Chairman, 
Senator Milliken, also explicitly pointed out that the 
liberalized depreciation methods apply to all types of 
depreciable property for all segments of the economy.* 


Further, when the Senate Committee on Finance had 
before it the question of liberalized depreciation, the 
Federal Power Commission, on May 7, 1954, called to 
the attention of the Committee the fact that Sections 
167 and 168 of the proposed Internal Revenue Code 
would be applicable to public utilities. Equally specifically, 
public utility representatives testified before the Congress 
in the hearings on depreciation when Section 167 was 
being developed.** The Commission itself has consistently 
recognized this, as for example, in El Paso Natural Gas 
Co.,*** where the Commission stated: 


“The purpose of Section 167 is expressed in the 
legislative history of the 1954 Revenue Act which 
first permitted liberalized methods to be used in 
computing a ‘reasonable allowance’ for depreciation. 


*S. Rep. No. 1622, 83rd Cong., 2nd Sess. (1954), p. 25, and 100 Cong. 
Rec. 8997, 8998, June 28, 1954. 

** Hearings before the House Committee on Ways and Means, 83rd 
Cong., 1st Sess., pt. 2, pp. 699-704, 725-739; Hearings before the Senate 
Committee on Finance, 83rd Cong., 2nd Sess., pts. 3 and 4, pp. 1614-1625, 
1767, 1768. 

eee 22 FP.C. 260, 266 (1959). 
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Both the House and Senate Reports stated that the 
more liberal depreciation allowances for ‘all seg- 
ments of the American economy’ should ‘assist 
modernization and expansion of industrial capacity, 
with resulting economic growth, increased production, 
and a higher standard of living.’ Testimony before 
the House Committee by representatives of electric, 
gas and telephone utilities had emphasized how 
utilities found the previously used straight-line 
method of depreciation unfair to them particularly 
in view of the declining value of the dollar. The 
reasoning of the Committees of Congress is, we 
believe, conclusive upon us.”’ 


The Fifth Cireuit noted the ambivalency of the action 
which has been taken by Congress since passage of Section 
167. On the one hand, it is true that since passage of the 
liberalized depreciation tax provisions, the rate-making 
treatment of liberalized depreciation used by natural gas 
companies has been brought to the attention of the Con- 
gress by transmittal of the Amere decision to the Con- 
gress,* by reports of the Commission to Congress,** and 
in Congressional Committee discussions.*** The Congress 
nevertheless has left the liberalized depreciation pro- 
visions applicable to pipelines and, of course, has never- 
theless not amended either the Code or the Natural Gas 
Act to change the result. Concerning this, the Commission 
stated, in El Paso Natural Gas Co., 22 FPC 260, 267 
(1959) : 

‘“‘Since that time Congress has not amended the 


Internal Revenue Code or the Natural Gas Act in 
this respect, thus affirming [the Commission’s] inter- 


*See Amere Gas Utilities Co. et al., 15 FPC 760 (1956) and El Paso 
Natural Gas Co., 22 FPC 260, 266 (1959). 

** Federal Power Commission Annual Reports to Congress; 1956, 
pp. 75-76; 1957, p. 75. 

*°*See, for example, Panel Discussions Before the House Committee 
on Ways and Means, 86th Cong. Ist Sess., pp. 403-473. 
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pretation of its intentions. Compare United States 
v. American Trucking Associations, 310 U.S. 534, 
549; Signal Oil and Gas Co. v. F.P.C., 238 F.2d 77 
(CA 3), certiorari denied, 353 U.S. 923... .” 


On the other hand, in 1963, Congress failed to pass a bill 
prohibiting flow through. (But it should be noted that 
the bill was killed by the Senate Finance Committee, 
and did not come to a vote on the floor, and that it was 
killed prior to the Commission’s reversal of position, 
by adopting flow through.) But it did pass the bill pro- 
hibiting ‘‘flow through’’ of the ‘‘investment tax credit.” 
Who knows what differing legislative pressures caused 
these inconsistent results. 


But whatever ambivalency is present in the above 
facts, there is one facet of the legislative history of the 
liberalized depreciation provisions that is erystal clear— 
that such provisions were intended to provide funds 


for investment in productive assets. Even the Fifth Cir- 
cuit recognized that fact in Alabama-T ennessee, noting at 
mimeo pages 22-23, that: 


“‘The stated purpose is to ‘increase available work- 
ing capital and materially aid growing businesses 
in the financing of their expansion.’ S. Rep. No. 1622, 
83rd Cong., 2nd Sess. 26 (1954). (Emphasis sup- 
plied) 


Clearly, flow through takes away that “‘working capi- 
tal’? and thus negates the type of investment incentive 
Congress meant to provide. (‘‘Flow through’’ does this 
by requiring the deferred tax amounts to be passed on 
in the form of lower rates.) See also further passages 
of the report of the Senate Committee on Finance (and 
House Committee on Ways and Means) : 
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“‘More liberalized depreciation allowances are an- 
ticipated to have far-reaching economic effects. The 
incentives resulting from the changes are well timed 
to help maintain the present high level of investment 
in plant and equipment. The acceleration in the speed 
of the tax-free recovery of costs is of critical im- 
portance in the decision of management to incur 
risk. The faster tax writeoff would increase available 
working capital and materially aid growing busi- 
nesses in the financing of their expansion. For all 
segments of the American economy, liberalized de- 
preciation policies should assist modernization and 
expansion of industrial capacity, with resulting 
economic growth, increased production, and a higher 
standard of living.’’ (Emphasis supplied) * 


And Congressman Reed, Chairman of the Ways and 
Means Committee, stated: 


“‘This provision of the bill is anticipated to have 
far-reaching economic effects. Incentives resulting 
from the changes are vital in order to help create 
thousands of new jobs each year and to maintain 
the present high level of investment in plant and 
equipment. The bill will make it possible for manage- 
ment to assume risks which they would otherwise 
not take. By allowing businesses to recover a large 
part of their costs more quickly, it will be of par- 
ticular assistance to growing businesses in financing 
their expansion. .. .” (Emphasis supplied) ** 


The fact is, however, that ‘‘flow through’’ forces 
Natural to currently pay out the deferred taxes, through 
lower rates, rather than retain them for investment. 
Congress could have achieved this result, 7f that is what 
it intended, by reducing the tax rate. It did not do so, 
but instead adopted provisions which have the aim of 

*H. Rep. No. 1337, 83rd Cong., 2nd Sess. (1954), p. 24; Report of the 
Committee on Finance, United States Senate, to accompany H.R. 8300, S. 


Rep. No. 1622, 83rd Cong., 2nd Sess., p. 26 (1954). 
**100 Cong. Rec. 3424, March 17, 1954. 
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allowing business to ‘‘assume risks’’ and ‘‘recover a 
large part of their costs more quickly.’ ‘Flow through’s’’ 
deprivation of those funds is wholly inconsistent with 
that provision. 


The members of the Federal Power Commission have 
a clear right to personally accept any theories of desirable 
general economic public policy and to believe that the 
“create personal consuming power to thus create demand 
to thus stimulate investment’’ theory is most effective. 
That thesis, in fact, has wide use in our nation and has 
acceptance with certain groups of economists. 


However, that thesis is not the only theory adopted 
by our society. Congress has chosen to use both kinds 
of theories, and thus has also enacted ‘‘stimulate invest- 
ment and thus create employment and thus create de- 
mand’’ measures. The liberalized tax depreciation pro- 
visions are of this latter type. And since Congress has 
so chosen, the Commission’s own words are determinative 
of this case: 


“This Commission is an agency of Congress 
created to perform certain legislative functions 
which Congress has delegated to us. We have a legal 
and moral obligation to abide by and execute the 
laws of Congress. This obligation does not permit 
us to substitute our judgment for that of the Con- 
gress or nullify the clear congressional intent by 
administrative action.’’* 


and: 


“‘We cannot strike down an act of Congress if we 
think it unwise, or unnecessary to a_ particular 
industry, and enforce it only if it is in accord with 
our economie and regulatory philosophy. It is undis- 
puted that section 167 of the Internal Revenue Code 
does apply, and was intended to apply to regulated 
natural gas companies, such as the petitioners.’’** 


*In re Treatment of Federal Income Taxes As Affected By Accelerated 
Depreciation, 12 FPC 369, 372 (1953). 
** Amere Gas Utilities Co., 15 FPC 760, 782 (1956). 
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But in frustrating the tax deferrals intended by Con- 
gress, the Commission, by reversal of ‘‘normalization’’ 
in favor of ‘‘flow through,’’ has substituted its own 
“‘economie and regulatory philosophy’’ for that of Con- 
gress. 


B. The Commission, And The Court In Alabama- 
Tennessee, Have “Rewritten’”’ Existing Court De- 
cisions In An Attempt to Support “Flow Through” 

The Commission recognizes, as it must, that its new 
adoption of ‘‘flow through’’ is inconsistent with its own 
past precedent, but explains this as simply an exercise 
in acquisition of greater ‘‘expertise.’’ Natural has previ- 
ously shown that there are no new facts or experience 
not possessed by prior Commission members, and that 
it is simply the socio-economic philosophy of the Com- 
mission which has shifted. This is not evidence of Com- 
mission ‘‘expertise’’ or judgment, but merely evidence 


that human differences of opinion cause capricious 
regulatory results. 


The Commission’s statements with regard to the direct 
conflict between its new position and the past consistent 
decisions of this Court, and of other United States 
Courts of Appeals, have been even less accurate. The 
Commission’s line is that the Courts have not really 
ruled on ‘‘flow through’’ at all—that they merely have 
approved the Commission’s exercise of ‘‘discretion’’ and 
will now rubber stamp its precisely opposite exercise 
of that ‘‘discretion.’’ And, unfortunately, the Fifth Cir- 
cuit panel which decided <Alabama-Tennessee seems to 
have been successfully misled by such line of argument. 
But upon analysis, it is clear that the Commission’s 
bland attempted distinguishing of relevant precedent is 
simply not correct. 
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The consistent line of Court decisions in favor of 
‘normalization’, and not ‘flow through’’, cannot be 
questioned. It exists. But the Fifth Circuit panel in the 
Alabama-Tennessee case dismissed this line of authority 
with the statement (mimeo pages 15-16): 


‘“When these cases reached court review, the 
courts accepted the Commission's policy of allowing 
normalization as an informed judgment within the 
special competency of a regulatory agency. Without 
exception, however, the courts put the Commission 
and the natural gas industry on notice that for 
ratemaking purposes Section 167 was not a congres- 
sional mandate to regulatory agencies to approve 
normalization.’’ 


That statement is not accurate.* The Fifth Circuit 
panel’s discussion of the Fifth Circuit’s own decision 
in El Paso Natural Gas Company v. F. P. C. (281 F.2d 
567 (C.A. 5, 1960)), even borders on advocacy, rather 
than analysis. That panel first quotes (at mimeo page 16) 
from the El Paso decision to the effect that: 


“*.. . We think there is nothing in the legislative 
history that would warrant our concluding that Con- 
gress intended the statutory depletion, deduction 
of intangible drilling expense, and rapid depreciation 
provisions of the Revenue laws to amend or modify 
the express langauge of the Natural Gas Acting. 5?” 
281 F.2d at 572. 


While that statement does mention “rapid depreciation 
provisions’’, it comes in the middle of a discussion of 
percentage depletion and intangible drilling expenses 
relative to oil properties, which discussion covers pages 


*It is accurate only as to the Cities of Lexington vy. FP.C., 295 F.2d 
109 (C.A. 4, 1961), where the Fourth Circuit did not state any analysis 
of the problem and contented itself with simple approval of the Com- 
mission’s “discretion.” 
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570 to 573. It is only near the end of page 573 that the 
discussion of liberalized depreciation begins. And in that 
discussion of liberalized depreciation, the Court expressly 
held that normalization was the proper policy, using the 
language quoted at pages 29 and 30 of Natural’s Initial 
Brief herein. That language includes an express holding 
that the use of liberalized depreciation for tax purposes 
“‘works @ tax deferral rather than a tax saving.’’ It was 
not a deference to Commission ‘‘expertise.’’ It was an 
independent ruling by the Court. 


‘As to this Court’s decision in City of Detroit v. F.P.C., 
230 F.2d 810 (C.A. D.C., 1956), the Fifth Circuit panel 
‘handled’? it by relegating it to a footnote (mimeo page 
18), which first states, correctly, that in the City of 
Detroit case, this Court ‘‘held that the intent of Congress 
in enacting what is now Section 168 of the Internal 
Revenue Code (Amortization of Emergency Facilities) 


was to benefit taxpaying producers and not their con- 
sumers.’’? But the Fifth Circuit panel then claims that 
this Court ‘limited its City of Detroit holding’? in 
Panhandle Eastern Pipe Line Co. v. F. P. C. by stating 
(at 316 F.2d 662, n.4): 


««  .| ‘We are not constrained to read the case as 
deciding that in all cireumstances and in the light 
of greater experience with the operation of § 167 
the greatest possible benefit should inure to the 
producer and none at all permitted to the con- 
sumer.’ ’’ 


But what the Fifth Circuit panel did not say was that 
the above quotation from this Court’s Panhandle opinion 
did not refer to ‘‘flow through’’ at all, but rather to the 
question of a 1.5% ‘‘return on deferred tax reserves’’ 
versus a ‘‘full’’ return on those reserves. Hence, the 


— 17 


reference to ‘‘greatest possible benefit’? to the producer 
and ‘‘none at all’’ to consumers related to that issue— 
not to flow through. 


This Court’s actual holdings on ‘‘flow through’’ are 
quite different than suggested by the Fifth Circuit panel. 
The fact is that in City of Detroit this Court’s treatment 
of ‘‘normalization’’ versus ‘‘flow through’’ was confined 
to a description of the issue and of the Court’s approval 
of the Commission’s use of normalization, plus the fol- 
lowing statement, at 230 F.2d 821: 


“‘Sinee, however, Congress intended by section 
124A only to defer tax liability and not to provide 
a fund which could be diverted by Panhandle to the 
payment of dividends, the Commission further states, 
‘the accruals for taxes in excess of those actually 
paid should logically be treated by Panhandle, not 
as free and unrestricted income, but earmarked to 
provide for the future meeting of such liability.’ 
After the facilities have been fully depreciated under 
the accelerated amortization plan, income taxes will 
normally be greater, since no further deductions 
for depreciation will be possible. By setting up a 
special reserve for the tax saving of the first five 
years, the Commission insures that this amount will 
go to meet the increased taxes after that period, 
rather than being paid out in dividends.’’ 


Thus, this Court recognized that normalization is the 
appropriate policy to guard pipeline taxpayers against 
the inevitable future tax increases caused by current 
use of liberalized depreciation. The remainder of the 
discussion in that case, about liberalized depreciation, 
consists of discussion of whether there should be ‘‘rate 
base reduction’’—in that case, by deduction of the reserve 
from rate base. That discussion is only meaningful if 
there is ‘‘normalization,’’ because under ‘‘flow through,”’ 
there is no reserve to be deducted. 
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The Fifth Cirenit panel’s lack of comprehension of 
the true principles involved in these complex issues is 
exemplified clearly by treatment of this Court’s 1963 
en banc decision in Panhandle Eastern Pipe Line Co. v. 
FPC, 316 F2d 659 (C.A.D.C., 1963). That case did not 
debate the validity of ‘‘flow through.” The case con- 
cerned “rate base reduction”—in the form of whether a 
1.5% return should be allowed on “deferred tax reserves,” 
or a greater, “full.” return. Again, this issue does not 
arise unless there is normalization. And this Court, in 
laying the groundwork for its decision on “rate base 
reduction,’’ expressly recognized and accepted the fact 
that normalization has been decreed to be the lawful 
policy, and is a closed issue, stating at p. 661: 


These reserves are generated by Panhandle’s use 
of § 167 of the Internal Revenue Code which au- 
thorizes taxpayers to write off depreciable property 
more quickly than is permitted under the ‘straight- 
line’ method of depreciation. The liberalized method 
provides higher depreciation deductions and there- 
fore lower taxes during the early part of the life 
of a given property, and lower deductions and higher 
taxes in the later vears of the life of the property. 
The total depreciation deductions available to a com- 
pany over the entire life of a facility are the same 
using either method. The comparative advantage 
provided by liberalized depreciation is that it defers 
to the later life of a given property a portion of 
the taxes on income that would be payable in the 
early years under straight-line depreciation, and gives 
the company the use of such moneys in the interval. 
Liberalized depreciation under § 167 is thus said 
to result in tax deferrals rather than tax savings. 
Cf. City of Detroit, Mich. v. Federal Power Comm., 
97 U.S. App. D.C. 260, 230 F.2d 810 (1955); El Paso 
Natural Gas Co. v. Federal Power Comm., 281 F.2d 
567, 573 (5th Cir. 1960). But see Eisner, Deprecia- 
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tion under the New Tax Law, 33 Harv. Bus. Rev. 
No. 1, pp. 66-74. 

In City of Detroit, we sustained the Commission’s 
action in permitting Panhandle (1) to use the 
straight-line method of depreciation in fixing its 
rates, while using the accelerated method for com- 
puting its tax expense, and (2) to include reserves 
for deferred taxes in its rate base. We rejected a 
rate-payer’s objection that such treatment did not 
produce the ‘lowest reasonable rates’ required by 
§ 5(a) of the Natural Gas Act. (316 F.2d p. 661) 


Thus, this Court acknowledged that normalization 
(using ‘‘the straight-line method of depreciation in fixing 
its rates, while using the accelerated method for com- 
puting its tax expense’’) is the valid policy and that 
such policy (and no ‘‘rate base reduction’’) does produce 
the “‘lowest reasonable rates.’’ This was on p. 661. Every- 
thing after that in the opinion refers to the ‘‘reduced 
return on reserves—rate base reduction’’ question, and 
not to normalization. 


Therefore, the Fifth Circuit panel’s quotation from 
p. 662 of this Court’s Panhandle decision (at mimeo 
pp. 18-19 of Alabama-Tennessee), is like the quotation 
from City of Detroit which was used by the Fifth Cireuit 
panel—it refers to the ‘‘1.5% on reserves’’ versus “full 
return’? when it says that it does not ‘‘clearly appear 
that Congress intended to benefit producers to the 
exclusion of consumers.” (Emphasis added.) What is 
relevant to ‘‘normalization’’ versus ‘‘flow through’’ is 
this Court’s holding, in Panhandle, that “[l]iberalized 
depreciation was seen as a means toward a broad eco- 
nomic goal; it was expected to ‘assist modernization 
and expansion of industrial capacity, with resulting 
economic growth, increased production, and a higher 
standard of living’,’’ and: 
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“To set this economic spiral in motion, producers 
must, of course. be willing to invest in plant and 
ineur the attendant risks. Congress permitted ‘ac- 
eeleration in the speed of the tax-free recovery 
of costs [because it considered this] of critical 
importance in the decision of management to incur 
[such] risks.’’ (316 F.2d p. 662) 


It is in light of this background that this Court held, 
in Panhandle, that the pipelines must be afforded: 


«|. sufficient profit incentive for the company to con- 
tinue generating these funds by investing in plant 
and utilizing accelerated depreciation.” (316 F.2d p. 
663; emphasis added). 


‘Flow through,’’ which takes away all funds ‘‘gen- 
erated’? from use of liberalized depreciation, cannot give 
any incentive to a company for “utilizing liberalized 
depreciation.’’ Natural fully discussed this at pp. 20 to 
96 of its Initial Brief. and pointed out that the Com- 
mission’s ‘flow through”’ policy affords so little incentive 
(none) to use liberalized depreciation, that pipelines, 
including Natural, are giving up the use of such deduc- 
tions for tax purposes (unless Alabama-Tennessee and 
Natural’s case below are reversed). (Fn. 19, p. 20 of 
Natural’s Initial Brief). This fact is pointed up by 
Midwestern Gas Transmission Company, Docket Nos. 
RP61-19 and RP62-7 and East Tennessee Natural Gas 
Company, Docket No. RP65-4, two proceedings now pend- 
ing before the Commission, in which each company has 
given up use of liberalized depreciation for tax purposes 
and the Commission’s Staff has sought to force the 
companies to use ‘‘flow through’’ for rate making pur- 
poses anyway. This would mean that the companies 
would be forced to pass on tax deferral amounts even 
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though taxes are no longer being deferred. The unbearable 
economic loss is obvious. Thus, the result of such policy, 
if successful (and two Commission Examiners have so 
ruled), would be to force the companies to use liberalized 
depreciation for tax purposes. Therefore, whereas this 
Court says companies must be afforded ‘¢sufficient 
incentive’’ to use liberalized depreciation, the Commission 


would coerce it. 


It should finally be noted that the dissenting judges 
of this Court, in Panhandle, while differing strongly 
with the majority on the return to be allowed on deferred 
tax reserves, wholly agreed that “‘normalization’’ is Te- 
quired by the relevant statutes, stating: 


“Section 168, providing for accelerated amortization, 
was originally enacted in 1950 as Section 124A. 
Section 167, the liberalized depreciation measure, 
was adopted in 1954. 


“Under these sections a company may elect to em- 
ploy in computing its income taxes, accelerated amorti- 
zation or liberalized depreciation of certain facilities 
instead of normal straight-line depreciation. Obvi- 
ously, this treatment of depreciation results in 
greater annual deductions therefor during the early 
years of the property’s anticipated useful life than 
does the straight-line method, and so reduces the tax 
payments during those years. It is equally obvious 
that, after enhanced depreciation is taken during 
the early years, depreciation deductions during the 
later years will be correspondingly smaller, so that 
income tax payments will then be higher than if 
normal straight-line depreciation had been used for 
income tax purposes throughout the useful life. 


“Tt is thus seen that accelerated amortization and 


liberalized depreciation produce only temporary tax 
savings: a portion of the tax payments which would 
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be due in the early years under straight-line deprecia- 
tion is merely deferred until the later years. In the 
meantime, however, if the taxpayer is actually 
accumulating a reserve for income taxes based on 
straight-line depreciation, it has during the early 
years an excess of reserve over actual current pay- 
ments which it can use for plant expansion or other 
investment purposes until it is needed to make the 
larger tax payments of the later years. This is the 
principal benefit Congress intended to confer on the 
taxpaying company by enacting Sections 167 and 
168....” (316 F.2d at 663-664, fn. 1) (Emphasis sup- 
plied.) 


The Dissenting Judges quote extensively from this 
Court’s opinions in City of Detroit and the Fifth Circuit’s 
El Paso case, in making clear their agreement with the 
Majority, and with past precedents, on the normalization 
point. 


It has thus been shown, above, that neither this Court, 
nor the Fifth Cireuit (prior to Alabama-Tennessee), have 
honored Commission “expertise” or “diseretion” in this 
area. Instead, they have independently held for “normal- 
ization.” The question now is whether this Court will 
reverse its prior independent holdings, merely because the 
Commission’s membership change has altered the direction 
of the Commission’s convertible “discretionary expertise.”* 


C. Even If the Commission’s “Expertise” Were Bele- 
vant, the Commission Has Exercised It Errone- 
ously, To Achieve Its Pre-Determined Goal 


Natural has shown that the Commission’s “expertise’’ is 
irrelevant in this case, because the Commission does not 
have “discretion” to adopt “flow through,” since that policy 


* Since, as noted earlier, the Commission membership has now changed 
again, perhaps this Court will soon be faced with another burst of 
“newly discovered” Commission wisdom. 
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contravenes Congressional directions, as interpreted and 
decreed by this Court. 


Even if the Commission did have discretion, however, 
it is equally clear that its adoption of “flow through” is 
not based on either sound reason or policy. The Fifth 
Circuit panel, in Alabama-Tennessee, surveyed the Com- 
mission’s rationale and then concluded: 


“It is true that the Commission’s decision rests on 
its reading of the future. But clairvoyance is part of 
the daily grind of a regulatory agency. Whether flow- 
through or normalization is the rule, the agency must 
base the rule on some projection into the future. As 
we see it, the case for normalization requires more 
speculation than the case for flow-through. And it is 
at the expense of consumers.” (Mimeo pp. 35-36) 


That quotation exposes the Fifth Circuit panel’s error. 
It is not true that the question of “flow through’’ versus 
“normalization” must be based “on some projection into 
the future.” And it is not true that “normalization is at 
the expense of consumers.’’ The fact is that normalization 
produces exactly the same rates to consumers as would be 
charged if the pipeline did not utilize liberalized deprecia- 
tion for tax purposes. Those rates do not cost the rate 
paying consumers anything they would not have paid any- 
way. They do pay more—in the early years of asset life— 
than they would under “flow through,” but that simply is 
another way of saying that the pipeline is allowed, under 
normalization, to temporarily retain the deferred tax 
amounts for investment purposes—which is the purpose 
of the liberalized depreciation provisions. 


As to the necessity of “projections into the future” with 
“clairvoyance,’’ the thesis that such is necessary rests 
upon the premise that the basic factual question in deter- 
mining the choice between “normalization” and “flow 
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through” is whether it is true that “liberalized tax depre- 
ciation will always exceed straight-line tax depreciation 
and the accumulations established under the normalized 
rate and deferred tax accounting will continue to increase’’ 
(Alabama-Tennessee, mimeo p. 30), because the “gross 
plant” of the pipeline will never decline. If this were the 
relevant consideration, it would obviously take an exercise 
in “clairvoyance” to guess at whether, and when, the 
assets of a company in the wasting asset natural gas in- 
dustry will decline. Even more important than the “Wast- 
ing asset’? factor is competition, and the rapid changes 
in the economie art, which makes clairvoyance impossible. 
This is the risk of economic obsolescence. 


The trouble with the above formulation, propounded by 
the Commission and accepted by the Fifth Circuit panel in 
Alabama-Tennessee, is that it wholly ignores greatly de- 
structive results of flow through which do not depend on 
clairvoyance—results which are certain to occur. Even 
if the risky prediction that plant will always continue to 
increase were to be accepted, it is not enough to justify 
taking the reserved taxes away from the company, because 
it ignores the fact that the tax deductions for deprecia- 
tion, under liberalized depreciation, vary greatly from 
year to year, depending upon the amount of capital invest- 
ment. If it is these varying deductions which form the 
basis of the tax allowance for rate purposes (as is the 
ease if ‘‘flow through’’ is required), rather than the more 
stable straight line depreciation deductions (as is the case 
under “normalization”), then the pipeline’s rate needs will 
fluctuate widely. The result will be that rates will fluctuate 
or, if not allowed to do so, that the company will have 
excessive or deficient earnings. These effects, the Commis- 
sion and Fifth Circuit panel do not discuss. 


Additionally, the Fifth Circuit panel does not recognize 
that under both “flow through” and “normalization,” the 
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total income tax deductions (and thus the total effect upon 
the tax component of rates) are the same over the life of 
the assets. Thus, “normalization” does not cost the rate- 
payer more. Instead, the actual effect is that “flow 
through” jumbles up the timing of the rate burden— 
reducing it at the beginning and increasing it at the end. 
As the Commission itself said, in its Alabama-T ennessee 
decision (31 FPC at 214): 


“Under certain circumstances, a refusal to normalize 
tax deferrals might well compel future customers to 
subsidize present ones, or shift to jurisdictional cus- 
tomers a tax burden properly chargeable to non- 
jurisdictional customers. bd ak de 


But all this is superfluous, albeit valid. The basic fact 
has been pointed out earlier—that “flow through” takes 
away all reason for a pipeline to use liberalized depreciation 
for tax purposes, whereas the law of the land is, as this 


Court has held, that the company must be provided “with 
sufficient incentive to continue to use liberalized deprecia- 
tion.” 


Vv. RATE BASE REDUCTION 


At pages 31 to 37 of its Initial Brief, Natural demon- 
strated that the “rate base reduction” policy adopted by the 
Commission in Natural’s case, below, and in Alabama- 
Tennessee, is in direct violation of this Court’s holdings in 
the City of Detroit and Panhandle cases. And that policy 
is equally invalid, whether in the form of deduction of the 
reserves from rate base, as proposed, but rejected by this 
Court, in City of Detroit or in the form of no “return” on 
those reserves, when they are included in the rate base, as 
in Alabama-Tennessee. 


This Court considered, in Panhandle, whether a retarn of 
1.5% on deferred tax reserves, OT, instead, a “full” return 


— 2% — 


(of perhaps 6.5%), must be allowed, and both the majority 
and the dissent were in agreement that some return must 
be allowed to provide a “sufficient profit incentive for the 
company to continue generating these funds by investing in 
plant and utilizing accelerated depreciation.” (316 F.2d at 
663; emphasis added.) The majority felt “that, if a return 
of 1.5 per cent taken with the other advantages does pro- 
vide such incentive, the Commission’s decision would be 
consistent with the congressional policy underlying the tax 
statute.” (316 F.2d at 663; emphasis added) Since the 
judges of this Court differed only over whether 1.5% 
was enough, the zero percent “allowed” by the Commis- 
sion to Natural is clearly insufficient. 


It took this Court 15 pages of well reasoned majority and 
dissenting opinions to decide this issue in Panhandle, but 
the Fifth Circuit panel in Alabama-Tennessee disposed of 
the issue in a single 150 word paragraph. And those 150 
words simply claim that the Commission’s decision on rate 
base reduction is supported by the “same evidence as its 
decision to adopt flow through’’ (mimeo page 39), and that 
because the consumer has “contributed” the reserve funds 
and “suffers the loss of interest on these funds .. . it would 
be further anomaly for the consumer to pay the pipelines a 
return on the capital.” (mimeo page 40) The complete an- 
swer to this claim was given by this Court in City of Detroit, 
230 F.2d at 822: 


“This plan was rejected by the Commission, which 
concluded, we think correctly, that the intent of Con- 
gress reflected in section 124A is not to benefit con- 
sumers but rather the taxpayer in order to encourage 
construction of certain emergency types of facilities. 
Were the tax savings deducted from the rate base, the 
taxpayer here would not receive the intended benefit. 
The valuations upon which it is entitled to earn a fair 
rate of return would be decreased by the amount of the 
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savings. In placing the savings at the disposal of Pan- 
handle under the limitations specified, the Congres- 
sional intent is effectuated. The funds go into a reserve 
account for the payment of the deferred taxes to ac- 
erue after the five year amortization period. Though 
thus earmarked, the funds are available for income- 
producing purposes. Unless this is permitted, it is dif- 
ficult to see how Panhandle could benefit substantially 
from section 124A. This statute, unlike the Natural Gas 
Act itself, is not for consumer benefit. It has a differ- 
ent public policy and should be given effect as intended 
by Congress. * * *” 


The Commission’s refusal to allow any “return on re- 
serves” to Natural must be reversed. 


CONCLUSION 


Natural reiterates that for the reasons set forth herein, 
and in Natural’s Initial Brief, Natural requests that this 
Court order that “flow through” is an invalid policy; and 
that “rate base reduction” is also an invalid policy. 


Irrespective of the validity or invalidity of those policies, 
Natural demonstrated clearly, at pages 10 to 19 of its 
Initial Brief, that the Commission erred in, and should be 
reversed for, ordering Natural to reduce its rates to reflect 
“rate base reduction,” because that issue was not reserved 
for Commission determination in Natural’s settlement, but 
was instead terminated as a part of that settlement. 


In the event this Court should decide, however, that “rate 
base reduction” was reserved and is valid and/or that “flow 
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through” is valid, then Natural requests this Court to rule 
that neither policy may be applied to Natural retroactively. 


Respectfully submitted, 
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NATURAL GAS PIPELINE COMPANY OF AMERICA 


I. NATURAL’S 1962 SETTLEMENT AGREEMENT DID 
NOT RESERVE THE ‘‘RATE BASE REDUCTION”’ 
QUESTION FOR FUTURE COMMISSION DECISION 


In Section I (pages 10-19) of its Initial Brief herein, 
Natural demonstrated that the “rate base reduction” ques- 
tion was settled in the 1962 settlement of Natural’s rate 
case, Commission Docket No. RP61-8, as part of the “rate 
of return” issue and was thus not reserved for future 
decision. “Rate base reduction’’ concerns the handling—in 
computation of either “rate base” or “rate of return”— 
of accumulated taxes deferred through use of liberalized 
depreciation for tax purposes under Section 167 of the 
Internal Revenue Code, which the pipeline has retained 


2 


because it has not been forced to “flow through’’ those 
funds through lower rates. The Commission, as it did 
prior to 1961, could simply ignore deferred tax reserves 
in rate base and rate of return computation, and thus 
treat them as just another source of investment capital. 
This is the “full return” method. Use of that method was 
interrupted by one attempt by the Commission (reversed 
by this Court in City of Detroit v. F.P.C.. 230 F. 2d 810 
(1955)) to adopt a second method—deduction of the full 
amount of the deferred tax reserves from rate base. When 
reversed by this Court, the Commission first returned to 
use of the “full return” method. and then, in 1961, changed 
to a compromise “partial return” (there 1.5%) on the de- 
ferred tax reserve portion of rate base.(*) And now the 
Commission, in Alabama-Tennessee Natural Gas Company, 
31 FPC 208 (1964), and in these proceedings of Natural 
here under review, has boldly returned to the full “rate 
base reduction” method rejected by this Court in City 
of Detroit. 

When Natural’s RP61-8 rate case was settled in 1962, 
the Commission was using its 1.5% “return on reserves” 
policy. Since that method operates by having a reducing 
effect upon the orerall “rate of return” allowed the pipe- 
line, and was the only method for dealing with tax de- 
ferral reserves which was, at that time. approved by the 
Commission, it is inevitable that when the overall rate 
of return issue was settled in Natural’s 1962 rate settle- 
ment. the “rate hase reduction-reduced return on reserves”’ 
portion of the issue was also settled. (See Natural’s Initial 
Brief, pp. 18-19.) Thus the Settlement Agreement, and the 
Commission Opinion relative thereto, do not refer to the 
“rate base reduction-reduced return on reserves” issue, 
and thus did not reserve that issue for future decision. 
Now. the Commission’s Brief (at footnote 55, page 52) 
has admitted that “the return allowance itself * * * is not 


(*) In Northern Natural Gas Co, 25 FPC 431 (1961) and 
Panhandle Eastern Pipe Line Co., 25 FPC 550 (1961). A 1.5% 
return on reserves is equivalent to deducting 75%-85% of the 
reserves from rate base. just as ‘‘full rate base reduction’’ is 
the same as a zero % ‘“‘return on the reserves’. The Commis- 
sion has never used either of these two variations. 
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within the literal language of the settlement,” thus con- 
eeding Natural’s point. The Commission’s basic problem 
on this issue is that the language of the settlement agree- 
ment clearly shows that only the “normalization versus 
flow through” issue was reserved, and that the “rate base 
reduction-reduced rate of return’’ issue was not. (Natural’s 
Jnitial Brief, pp. 11-13.) The Commission’s Brief does not 
even attempt to deny that the language of the agreement 
is directly contrary to the Commission’s position, but 
instead weakly suggests that the ‘settlement reservation 
is. to be sure, not a model of clarity.’’ (at page 50) To the 
contrary, the Settlement Agreement is perfectly clear. 
It does specifically state that “normalization” versus “flow 
through” is a reserved issue (Commission Brief. quota- 
tion on pages 50-51) and it does not, anywhere, even men- 
tion “rate base reduction.”? In view of that fact, the Com- 
mission Brief’s hasie approach is to argue that the “en- 
tire” normalization versus flow through issue includes 
“rate base reduction-reduced return on reserves.” But that 
claim is literally untrue, and to try to support it. the Com- 
mission Brief, at pages 51-52, carryover paragraph, uses 
a confusion tactic in an attempt to “prove” that “normal- 
jzation-flow through” is not a distinct issue from “rate 
base reduction” by suggesting that they both affect the 
income tax allowance in cost of service. The facts, how- 
ever, are these. “Flow through” reflects current deduc- 
tions by reducing a pipeline’s rates by directly reducing 
the income tax allowance in its cost of service, to reflect 
the use of liberalized tax deductions in the year chosen 
as the “test year” for the rate case. The “rate base reduc- 
tion-reduced return on reserves” technique. however, re- 
lates to reserves compiled as a result of taxes deferred 
in the past, and reduces pipeline rates. not by reducing the 
income tax allowance component of the cost of service, 
but by reducing the amount of “return.” either by re- 
ducing the “rate base” or the “rate of return.” which two 
items are multiplied to compute “return.” 

It is not being candid with this Court to suggest, as 
does the Commission’s Brief, that the direct reduction of 
tax allowance resulting from the “flow through” method’s 
reflection of current use of liberalized depreciation is the 
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same as the indirect effect of the “rate base reduction- 
reduced rate of return” method, which reflects past use 
of liberalized depreciation. And the Commission’s attempt 
to do just that. at pages 51-52, leads them into the awkward 
position not only of arguing that the Commission was 
free to decide the “rate base reduction-reduced return on 
reserves” issue, but also of arguing, at footnote 55. that 
despite the “ambiguity” which “admittedly remains” in 
their own argument, because the “rate of return issue” 
was not reserved by the “literal language of the settle- 
ment,” the Commission is also free to make an “adjust- 
ment of the return allowance,” itself, because “the return 
must be known to compute the tax expense.” (emphasis 
added) In other words, because a change in one of the 
various items in a pipeline cost of service may have 
a subsequent effect upon others. those others may also 
be changed by the Commission, despite settlement lan- 
guage to the contrary. Obviously, binding agreements 
mean little in the world of the Commission’s Brief writers. 

Not even the Commission’s Brief carries out the claim 
that “normalization versus flow through” includes “rate 
base reduction-reduced return on reserves.” In at least 
six different places in that Brief, the issues are stated sep- 
arately. (Commission’s Brief at p. 2, the full paragraph; 
at p. 3, footnote 6: and at pp. 4. 5, 10, and 44. See also pp. 
12-13 of Natural’s Initial Brief, for further examples of 
separate Commission treatment of the two issues.) The 
two issues are too different in origin, technique and effect 
to be discussed together. This simply shows that they are, 
in fact, separate issues. and that mention of only one— 
flow through versus normalization—in the Settlement 
Agreement, reflected exclusion. not inclusion, of the other. 

At the middle of page 51, the Commission alleges that 
“Ttlhe settlement does not specify the adjustments to be 
made in the agreed-upon test year cost of service if the 
Commission adopts the flow-through principle.” That is 
not true. At Section IV(2) of the Settlement Agreement 
(set forth in Appendix A of Natural’s Initial Brief here- 
in) it is provided that the reserved issue is whether Nat- 
ural should use “flow through” or “normalization” to 
“compute its federal income tax expense allowance” (em- 
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phasis added) and that the difference between deprecia- 
tion deductions used in computing federal income tax al- 
lowances under “normalization” and under “flow through,” 
is $7,928,320. This is a very significant fact. That differ- 
ence in depreciation deductions is the figure which is neces- 
sary to compute the tax effect of the difference in “in- 
come tax expense allowance” which a change from “nor- 
malization” to “flow through” produces. (The figure the 
Commission says is lacking.) But such difference is use- 
less in determining the rate adjustment which would be 
produced by adoption of “rate base reduction-reduced 
return on reserves.’’ What is needed for that calculation 
is the amount of the deferred tax reserves. and the agreed 
upon rate of return and neither is specified in the 1962 
Settlement Agreement (R. 2954-2969). because no “rate 
base reduction” rate adjustment was contemplated, be- 
cause that issue was settled as a part of the rate of re- 
turn issue. 

The Settlement Agreement below reserved the question 
of “flow through * * * as proposed and defined by the 
City of Chicago in these proceedings.” Natural’s Initial 
Brief (pages 16-17) pointed out that Chicago’s witness 
below—Mr. Van Seoroc—did not contend for “rate base 
reduction” or “reduced return on reserves”, but instead 
confined his rate recommendations to the “normalization” 
versus “flow through”’ issue. In rebuttal, the Commission's 
Brief, pages 52-53, cites a portion of the cross examination 
of Mr. Van Scoyoe where he was questioned regarding 
“rate base reduction” by the Commission’s Staff. That 
does not change the fact that in his 108 pages of direct 
testimony, Mr. Van Scovoc made only a single (R. 1301- 
1302) reference to “rate base reduction,” and this only in 
the context of expressing his disagreement with the Com- 
mission Staff, and with then existing Commission opinions, 
because they used a “reduced return on reserves’’ but re- 
jected “flow through.’’ The City of Chicago’s “definition” 
of the issue is made doubly clear by the fact that at R. 
1272 in that same testimony, Mr. Van Scoyoe, when asked 
to “explain what is meant when you say the ‘normaliza- 
tion’ method used by Natural,” answered: 

“A. By normalization method I mean Natural’s 
inclusion in its cost of service to be assessed against 
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the rate payer of an amount for Federal income taxes 
computed with the use of a deduction for deprecia- 
tion on the straight-line basis, when in fact Natural 
has used the sum-of-the-years-digits basis in comput- 
ing its actual tax liability.” 
Note that this definition of normalization refers only to 
calculation of the “amount of Federal income taxes.” It 
does not refer to rate base or rate of return, the “cost of 
service” elements which are affected by “rate base reduc- 
tion-reduced return on reserves.’’ And finally, in closing 
his liberalized depreciation testimony (R. 1303-1305), Mr. 
Van Scovoe was asked to “briefly summarize your position 
in regard to the ‘normalization’ proposal.’? He again 
advocated only a reduction of the “income tax allowance,” 
but not “rate base reduction” or “reduced return on re- 
serves.” 

Chicago's definition of ‘normalization’? versus “flow 
through” in this regard is made even more clear by its 
admission (Brief of Chicago and Wisconsin, pp. 19-20) 
that the “rate base reduction’’ issue was not reserved by 
the Settlement Agreement, and that when the Commission 
decided that Natural must reduce its rates to reflect “rate 
base reduction,” that decision: 

“contravenes the Settlement Agreement, since. one of 
the considerations of this Agreement was that the 
City would waive the deduction of accumulated de- 
ferred taxes in the amount of approximately $8,000,- 
000 in computing Natural’s rate base and cost of 
service for the test year.” 

And Chicago consistently asserted in its filings to the 
Commission, too, that the “rate base reduction” issue was 
resolved as a part of the settlement even though it is 
against its interest. (See Chicago’s Petition For Rehearing, 
Section IC, pages 16-17.) The Commission’s Brief, at page 
50, infers Chicago does this as a tactical measure. But as 
such, those statements would he ineffective, and Natural 
believes that Chicago and Wisconsin are simply and 
honestly stating a fact. which proves a Commission error. 

In view of Mr. Van Scoyoe’s testimony and Chicago’s 
admissions, there cannot be any doubt that “normaliza- 
tion” versus “flow through,’ as “defined by the City of 
Chicago,’’ does not include “rate base reduction.” 
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The Commission, at pages 54-56 of its Brief, ignores the 
nature of a settlement and a settlement offer, first claim- 
ing that, since it, prior to its approval of the 1962 Set- 
tlement Agreement, had agreed to relitigation before 
it in another case—Alabama-Tennessee Natural Gas Co., 
31 FPC 208 (1964)—of both the “flow through” and “rate 
base reduction” issues, it must have left both issues open 
in Natural’s case. Second, the Commission, at page 55, 
cites one of Natural’s briefs to the Commission to claim 
that Natural agrees that the Commission does not “restrict 
(its) manner of disposing of such issues.” This mistakes 
the issue here involved. Natural agrees that when the Com- 
mission reserves an issue for future decisions, it does not 
normally restrict the result it may reach in the ultimate 
decision on that issue. But in every settlement. the Com- 
mission “restricts’’ itself by settling an issue finally, and 
that is what the Commission did below—it approved a 
compromise settlement of the “rate base reduction” issue 
as part of the “rate of return” issue, as Chicago and Wis- 
consin agree, and thus did not reserve it for future deci- 
sion, irrespective of what might occur in Alahbama-Ten- 
nessee. 

The Commission also contends (Brief, pages 55-56) that 
Natural’s 1964 settlement offer and Natural’s Petition 
For Rehearing, below, are inconsistent with Natural’s 
present position. The Commission cites that unaccepted set- 
tlement offer, and thus violates its own Rule of Practice and 
Procedure, No. 1.18(e), which provides that “Unaccepted 
proposals of settlement * * * shall be privileged and shall 
not he admissable in evidence against any counsel or per- 
son claiming such privilege.” (Emphasis added.) Beyond 
the impropriety of the Commission’s action, however, the 
Commission’s allegations are meaningless. Natural offered. 
in 1964. to accept “rate base reduction,” even though not 
reserved in the 1962 settlement. if that policy and “flow 
through” were applied to Natural prospectively (from 
October 1, 1965), and then only if both policies were held 
valid in Alabama-Tennessee, because Natural knew that 
if “rate base reduction’? were held valid on review, it 
would thereafter be applied to Natural. Therefore, Natural 
offered to have “rate base reduction” applied to it—if 
at all—as of October 1, 1965, which was somewhat sooner 
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than if Natural is upheld on this “reservation” point, in 
return for the certainty of no retroactivity on “flow 
through,” and the saving of expense, and uncertainty, 
which is always associated with litigation. That was a 
reasonable offer, but no admission that “rate base reduc- 
tion” was reserved in the 1962 settlement—it was merely 
an offer of compromise. When rejected, after briefs and 
argument, Natural filed its Petition For Rehearing, set- 
ting forth the full set of reasons why the Commission 
erred, including that “rate base reduction” was not re- 
served. 

Natural would note one final point. In the language 
from the Commission's June 1, 1962 order, quoted at page 
54 of the Commission’s Brief. the Commission expressly 
referred to use of a rate of return on reserves of “0, 1.5 
or such higher rate as may be deemed to he in the public 
interest, or alternatively, use of the so-called ‘flow-through’ 
principle.” (Emphasis added.) Since the Commission re- 
ferred to a reduced return on reserves as an alternative 
to “flow through.” in June, 1962. it obviously did not be- 
lieve that it was reserving the “rate base reduction” issue 
when, on October 25, 1962. it approved Natural’s Settle- 
ment Agreement which refers only to “flow through” 
versus “normalization.” and not to “rate base reduction.” 

Since the “rate base reduction” issue was not reserved 
jn the 1962 settlement, the Commission erred in deciding 
that issue at all, in the proceedings below, because it con- 
stituted a second disposition of that same issue in the 
same case. 


Il. “RATE BASE REDUCTION” IS AN INVALID POLICY 


Even if this Court were to hold, contrary to Section I 
above, that the Commission was empowered to decide the 
“rate base reduction” issue below, it is nevertheless true 
that the Commission erred in ordering full “rate base 
reduction,” because that procedure has already been held 
invalid by this Court (as shown in Section III of Nat- 
ural’s Initial Brief, and Section V of Natural’s Supple- 
mental Initial Brief, herein) in the City of Detroit case, 
where this Court reversed the Commission’s earlier at- 
tempted adoption of full “rate base reduction,” because it 
deprived the pipeline involved of funds intended to en- 
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courage construction of facilities. And then, in Panhandle 
Eastern Pipe Line Co. v. FPC, 316 F. 2a 639 (1963), five 
members of this Court held that a 1.5% return on reserves 
was enough to provide “sufficient profit incentive for the 
company to continue generating these funds by investing 
in plant and utilizing aceclerated depreciation” (at 663). 
while the other four members. in dissent, thought that 
1.5% was insufficient, and that a “full return” was re- 
quired. Neither the majority nor the minority wrote in 
favor of a zero return (or its equivalent, “full rate hase 
reduction”), and it is precisely that “full rate base redue- 
tion” which the Commission has now ordered for Natural 
and which this Court previously held to be invalid. in 
City of Detroit. 

The technique used by the Commission’s Bricf, in an 
attempt to avoid these two controlling holdings of this 
Court, is to bury the “rate base reduction” question as 
two paragraphs (pages 44-45) of Subsection E of Section 
I, under the general “flow through”? discussion. Specifi- 
cally, those paragraphs claim that the Commission’s adop- 
tion of “flow through” leaves the previously accumulated 
deferred tax reserves “without their original legal founda- 
tion.” so that no “return” need be allowed any longer. 
This devious phrasing really makes two points. First is 
the claim that “flow through”? and “rate base reduction” 
are inextricably linked. But it has been demonstrated in 
Section I, above, that this is not true—that “flow through” 
deals with current tax deferrals and reduces the income 
tax allowanee, while “rate base reduction’? deals with 
past deferrals and reduces the “return” allowance. 
Further, it is possible to have one policy without the 
other, as when the Commission itself adopted a “reduced 
(1.5%) return on reserves” in 1961, but no “flow through,” 
which combination was approved by this Court in Pan- 
handle, and as when the Commission tried to adopt full 
“rate base reduction,” without “flow through,” which was 
reversed by this Court in City of Detroit. 

The other point claimed by the Commission’s Brief is 
that no return “ean” be allowed because no “ineentive to 
encourage the use of liberalized depreciation’’ is any 
longer “necessary” by way of a “return” on the deferred 
tax reserves. This, the Commission alleges, is its finding 
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and that of the Fifth Circuit. However, that Commission 
finding, which is another attempt to make “rate base 
reduction” and “flow through” seem necessarily related, 
violates this Court’s direct holdings in City of Detroit. 
And as will be shown in the next section, it directly vio- 
fates both this Court’s holding in Panhandle, and Con- 
gressional enactments, because it eliminates incentive for 
pipelines to use liberalized depreciation for tax purposes. 


Ill. ‘‘FLOW THROUGH”’ IS AN INVALID POLICY 


Natural’s Initial (pp. 19-31) and Supplemental (pp. 6-25) 
briefs show that flow through is an invalid policy because 
Congress authorized the use of liberalized depreciation 
deductions by all industry, including pipelines, to provide 
capital, and incentive, to invest: that this Court held, in 
Panhandle, that the Commission cannot prescribe rate 
policies which take away the incentive to use liberalized 
depreciation, by taking away the investment capital; and 
that “flow through’? does require a pipeline to pass on, by 
lower rates, capital realized by liberalized depreciation 
tax deferrals, which would otherwise be used for invest- 
ment, thereby eliminating any incentive to use liberalized 
depreciation for tax purposes. Thus, the Commission erred 
in requiring “flow through,” because it is a rejection of 
the method chosen by Congress to stimulate the economy. 

The Commission’s Brief, Section I, first (pp. 11-16) at- 
tempts to convince this Court that its own Panhandle 
decision is a blank check for the Commission to set any 
policy it pleases, by arguing that this “Court thus left 
it open for the Commission to consider any alternative 
to ‘normalization’ that would effectuate the principles of 
regulatory law expressed in the Gas Act * * *.” (page 13) 
The facts, however, show that the Panhandle opinion did 
not approve any alternative to “normalization.’’ Instead, 
it noted that the purchase of “rate base’? with funds which 
were originally derived as taxes deferred through the use 
of liberalized depreciation are possible only if the de- 
ferred tax funds are retained by the pipeline through 
“normalization,” and not if the company is forced to “flow 
through” such funds by rate reductions. This Court then 
dealt with the required “return” on those reserved funds 
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and neither the majority nor the dissent approved aban- 
donment of “normalization’—the process necessary to 
generate the reserves to which the “return” was to be 
applied. 
What was this Court’s basis for decision? The ma- 
jority opinion, at pages 661-662, first ruled that: 
“* * * we must first decide whether the congressional 
purposes underlying the tax and gas acts are effec- 
tuated by permitting a rate of return on the funds 
generated by the use of liberalized depreciation no 
higher than that required to provide the company 
with ‘a sufficient incentive to continue to use liberal- 
ized depreciation. And if they are. we must then 
decide whether 1.5 per cent constitutes such a rate 
of return.’’ (316 F. 2d at 661-2, emphasis added.) 
Thus, this Court recognized that in considering “return,” 
it must provide “sufficient incentive to continue to use 
liberalized depreciation”—not just to continue to invest, 
but to continue to use liberalized depreciation. This is be- 
cause in seeking to expand the economy by stimulating 
plant investment :(*) 

“Congress permitted ‘acceleration in the speed of 
the tax-free recovery of costs [because it considered 
this] of critical importance in the decision of manage- 
ment to incur [such] risks.’’’ (316 F. 2d at 662) 

Thus, this Court recognized that the method chosen br 
Congress to stimulate the economy was to allow accumu- 
lation of current capital by “acceleration” of deprecia- 
tion, and then held that a reduced ( 1.5%) return on such 
reserves “does not disturb this acceleration’? (316 F. 2d 
at 662), because through “normalization,” the pipeline 
still “accelerated” its depreciation and retained the cap- 
ital thus accumulated. A “reduced return’ policy is thus 
not inconsistent with “congressional purposes”’: 

“* * * unless the regulated companies were pre- 
vented from re-employing recovered funds at a suffi- 
cient profit to provide incentive to initial investment.” 
(316 F. 2d at 662, emphasis supplied.) 

Please note again the emphasized phrase, “prevented 


(*) See House and Senate Reports accompanying Internal 
Revenue Code of 1954, reprinted in U. S. Code Cong. & Ad. 
News, 83rd Cong., 2d Sess. Vol. 3, 4046-48, 4655, 4835. 


eo eee 


from re-employing recovered funds.” That is exactly what 
“flow through” does. It takes those “recovered funds” by 
requiring the company to pass them on as lowered rates, 
so that they cannot be “re-employed,” which, this Court 
said violates the “congressional purposes.” 

But there is still more. On page 662 of the Panhandle 
decision, this Court noted that the Commission itself had 
ruled that a reduced return “taken with the other ‘ma- 
terial advantages.’ would provide the company ‘with a 
sufficient incentive to continue to use liberalized deprecia- 
tion: * 88707? 

Again, please note the reference to “continue to use 
liberalized depreciation’ and also that it requires a 1.5% 
“return on reserves’ plus the “other material advantages” 
to give incentive to “use liberalized depreciation.’’ And in 
footnote 5, this Court explained that: 

“5, The other ‘material advantages’ which the Com- 
mission found would result from ‘the use of deferred 
taxes to supply a portion of the company’s capital 
requirements,’ are as follows: 

“*The substantial sums involved are readily avail- 
able without resort to the market, and such additions 
to capital serve to reduce the company’s debt ratio. 
The acquisition of plant by use of deferred taxes pro- 
vides additional security not subject to lien on which 
new loans can be based, perhaps at lower interest 
rates than would otherwise be possible. Furthermore, 
deferred tax funds accumulated between rate cases 
and invested in plant may. during that period, in- 
crease the company’s earnings. Finally, the accumu- 
lation of deferred taxes increases the company’s funds 
available for expansion without issuing additional 
common stock.’ ” 

But under flow through, none of these “other material 
advantages” exist, because such deferred tax funds are 
not accumulated—they are required to be passed on to 
customers, and cannot be invested in plant. 

In view of the foregoing. it is perfectly clear that there 
is no basis in fact for the claims of the Commission Brief 
that the Panhandle decision “freed the Commission to 
abandon its policy of ‘normalizing’ [liberalized deprecia- 
tion] reductions” (page 11). On the contrary, Panhandle, 


213 


in both majority and dissenting opinions. established 
firmly, and consistently with City of Detroit, that “nor- 
malization’’ is required, because “flow through” provides 
no “incentive for the continued use of liberalized deprecia- 
tion.’’(*) 

Natural has put emphasis upon the method chosen by 
Congress to stimulate the economy. The Commission (pp. 
7, 32-33) tries to attack Natural’s “attempts to create a 
Keynesian dichotomy.” Natural believes that it is by now 
perfectly clear that procedures to put purchasing power 
directly into the hands of consumers are one method of 
stimulating general economic growth, by increasing con- 
sumption initially which, hopefully, will in turn stimulate 
investment in capital assets, and on and on. An alternative 
means of stimulating general economic growth is to stim- 
ulate such investment directly, by putting investment cap- 
jtal in the hands of business. A personal tax cut or, in 
microcosum, the Commission’s rate cut, are examples of 
direct consumption stimulus. On the other hand, such 
measures as liberalized depreciation or a corporate tax 
rate cut are examples of investment stimulus procedures. 
As the Commission Brief admits, at page 34, when liberal- 
ized depreciation was pending before the Congress, a con- 
scious Congressional choice was made not to enact a 
personal income tax cut, but liberalized depreciation was 
enacted.(**) Thus, Congress rejected the “stimulate con- 


(*) Similarly, the Fifth Cireuit’s decision in El Paso Natural 
Gas Co. v. F.P.C., 281 F. 2a 567 (1960) expressly approved ‘‘nor- 
malization’’ of ‘‘tax deferrals’? which result from use of liberal- 
ized devreciation, in an independent finding, while the Fourth 
Cireuit’s Cities of Lexington et al v. F.P.C., 295 F. 2d 109 
(1961) also approved Commission use of “normalization.’’ Thus, 
neither case ‘freed’? the Commission from its view that “‘normali- 
zation’’ was required. 

(**) The Commission’s Brief is in error—factually and logical- 
ly—at page 33 when it states that Natural implied ‘‘that Con- 
gress was considering a corporate tax reduction, but rejected it 
in favor of liberalized depreciation.’” A corporate tax cut and 
liberalized depreciation are not true alternatives, in current eco- 
nomic terms. It is a personal tax cut which is the alternative, and 
which was then rejected by Congress, For verification of that 
fact. see H.R. Rep. No. 1337, 83rd Cong., 2d Sess. (1954) at App. 
B. 4. See also Liberalized Depreciation; About-Face By the FPC, 
30 Va. L. Rev. 298-336 (Mar., 1964). 
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sumption directly’’ procedure and utilized the “stimulate 
jnvestment’’ method. The Commission, however, has now 
decided that the Congressional choice was in error—that 
the “stimulate consumption directly” thesis is more effec- 
tive—and has converted “liberalized depreciation” into a 
“stimulate consumption directly” procedure by ordering 
the rate cuts produced by “flow through.”? But whether or 
not the Commission’s economic theories are “more valid”, 
the Commission is still in error, because direct consump- 
tion stimulus, through “flow through.’’ is still not the 
method Congress chose. And the Commission has admitted 
that it “cannot strike down an act of Congress if we think 
it unwise. or unnecessary to a particular industry, and 
enforce it only if it is in accord with our economic and 
regulatory philosophy.’’? Amere Gas Utilities Co., 15 FPC 
760, 782 (1956). 

In Section I, B and D, the Commission’s Brief argues 
mainly that liberalized depreciation does not produce an 
overall tax deferral. but rather a tax saving. unless a 
pipeline’s overall plant hegins to decline, and that Nat- 
ural’s plant will not decline in the “foreseeable future.” 
Natural answered these assumptions at Section IT C, 
pages 26-31 of its Initial Brief. Natural would here point 
out only that the possibility of a continuing overall deferral 
has been known to the Commission since at least 1956— 
at least eight vears before 2 new sct of Commissioners de- 
cided. by a three to two vote, that such facts now require 
“flow through.” See quotation from Amere Gas Utilities 
Co.. 15 FPC 760, 782 (1956) at page 28, Initial Brief, where 
the Commission held a “continuing tax deferral” is “pre- 
cisely what Congress intended.’? Thus, it is not a new 
discovery or new finding of fact or new “expertise” which 
produced the change from “normalization” to “flow 
through.” but simply a change of Commission composition. 

Further. the Commission’s emphasis on the “continuing 
tax deferral so long as additional facilities are being in- 
stalled” assumes that a short term decline in gross plant 
of Natural is the only situation which could produce a 
“factual justification for ‘normalization.’ ” But such is not 
the case. The most basic vitiating “factual” deficiency of 
“flow through” was stated at page 24 of Natural’s Supple- 
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mental Brief herein—that because the liberalized depre- 
ciation deductions on each asset decrease each year, the 
total amount of such deductions on plant added in prior 
years will decrease, with resultant tax liability increases 
applicable to that plant. Because of this, the Commission 
does not deny that if gross plant does not grow, “flow 
through” produces inadequate rates. However, “flow 
through’? also produces inadequate rates even if gross 
plant does grow, because while the depreciation deduction 
on new plant will equal, per unit, those used to compute 
rates under “flow through”, the above described decreased 
deductions on old plant will produce taxes higher than 
those allowed for under “flow through.” But if the pipe- 
line’s rates are set on a “normalized basis.” the gross tax 
allowance in the rates will exceed the gross tax liability 
until such time as overall straight line depreciation ex- 
ceeds overall liberalized depreciation, at which point any 
accumulated “deferred tax reserves” may be drawn upon 
for the revenue deficiency. But the revenue deficiency 
under “flow through.” which occurs irrespective of whether 
gross straight line deductions exceed liberalized deduc- 
tions, happens at a time before it is permissible for any 
reserves then in existence to he called upon. (See Instrue- 
tions regarding Account No. 281 (“Accumulated deferred 
income taxes—Accelerated Amortization”) of the Com- 
mission’s Uniform System of Accounts Prescribed for 
Natural Gas Companies.) And since the reserve is not 
available to make up the revenue deficiency, the Commis- 
sion’s purported answer to this drastic “factual” defect 
of “flow through” (footnote 48, page 38, Commission 
Brief), is no answer at all. 

The first part of Section IC (pp. 22-32) of the Com- 
mission’s Brief merely attempts to explain away the 
decade of Commission decisions in favor of “normaliza- 
tion,” by claiming that the Commission was misled during 
that decade, and thus made a “false analogy” between 
“liberalized depreciation” and “accelerated amortization.” 
under Section 168 of the Internal Revenue Code. The fact 
is that the various Commission members during that de- 
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cade were not misled or confused at all.(*) They simply 
decided, independently, first with regard to “accelerated 
amortization” and then with regard to “liberalized de- 
preciation,” that Congress passed each tax provision so 
that business would be able to accumulate capital with 
which to build plant and that “flow through’”’ takes away 
the deferred taxes and thus invalidly thwarts the “capital 
accumulation for investment” purpose of Congress. Fur- 
ther, this Court, upon review of Commission decisions in 
City of Detroit and Panhandle, dealt with both liberalized 
depreciation and accelerated amortization, and also clearly 
distinguished between them. And the decisions in those 
cases, as well as the cases cited at pages 7 of the Com- 
mission Brief, support the principles stated above, for 
both types of deductions. 

The Commission, like the Fifth Cireuit’s Alabama-Ten- 
nessee decision, argues that the liberalized depreciation tax 
statute has not “amended” the regulatory statutes, such 
as the Natural Gas Act. This Court, in Panhandle, agreed 
with that limited conclusion. But then this Court went on, 
in Panhandle. as it also did in City of Detroit, to determine 
whether the solution reached by the Commission in the 
exercise of its discretion, within the bounds set by the 
Natural Gas Act, violated the “Congressional purposes” 
behind the liberalized depreciation provisions of the tax 
statutes. That is the valid question, because it is not a 
matter of amending the Natural Gas Act, but merely a 
matter of the Commission violating its discretion under 
the Natural Gas Act when it set policies which conflict with 
Congressional purpose behind the tax statutes. As fully 
discussed earlier in this brief. this Court held that “nor- 
malization” plus “full rate base reduction” did violate 
such purpose and was invalid (City of Detroit), and that 
“normalization” plus a “reduced (1.5%) return on re- 
serves” did not violate such purpose (Panhandle). Now, 
the Commission has tried to return to “full rate base 


(*) It is relevant to note that even the present Commission, 
which admittedly knows the difference between liberalized depre- 
ciation and accelerated amortization, does not think enough of 
the distinctions between them to account separately for them. See 
Account No. 281, Uniform System of Accounts, supra. 
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reduction,” relative to past deferrals, and has tried to 
impose “flow through,’’ as to current deferrals. Such 
policies, if allowed to stand, will strip Natural of all 
“return” on rate base constructed by Natural in the 
years when the Commission’s then existent policy led 
Natural to believe that it would be allowed a return 
on such facilities. And it will strip Natural of all cur- 
rent capital accumulations from use of liberalized de- 
preciation. Under such circumstances, it is not candid 
for the Commission to inform this Court (as it does at 
page 43 of its Brief) that the Commission’s new policies 
do not deprive Natural and other pipelines of either the 
“right to use liberalized depreciation” or of the benefits 
Congress has granted to them by enactment of liberalized 
depreciation. The abandonment of use of liberalized de- 
preciation by Natural and other pipelines, because the 
Commission’s new policies make the use of such tax 
deductions harmful, rather than beneficial, to the pipe- 
lines, has been described in Section II A. pages 20. 37 
of Natural’s Initial Brief herein. Natural pointed out, at 
pages 20-21 of its Supplemental Brief, efforts to stop 
that abandonment, by forcing two companies to continue 
to use liberalized depreciation for tax purposes. (Mid- 
western Gas Transmission Company and East Tennessee 
Natural Gas Company). Now. in those cases, the Commis- 
sion itself has so ruled. Commission Opinion No. 497, July 
15, 1966. Thus, coercion has been substituted for the Con- 
gressionally ordered incentive to use liberalized deprecia- 
tion. But this Court has held that incentive is required. 

“Normalization”? does not increase pipeline rates. In- 
stead, it leaves them precisely where they would have 
been if liberalized depreciation were not used. “Flow 
through” reduces those rates and by doing so. takes away 
the capital which Congress provided for investment—the 
“interest free loan from the Treasury” which was in- 
tended. Because “flow through” thus removes all incentive 
to continue to use liberalized depreciation for tax pur- 
Poses, it violates Congressional purpose and this Court’s 
holdings in Panhandle and City of Detroit. 
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Iv. THE COMMISSION ALSO ERRED WHEN IT APPLIED 
“PLOW THROUGH” AND ‘‘RATE BASE REDUCTION”’ 
RETROACTIVELY 


The Commission has ordered that Natural make rate 
reductions and refunds to reflect “flow through” and 
“rate base reduction” in its rates, effective February 3, 
1964, the date of its Alabama-Tennessee decision. The 
decision applying those policies to Natural was not issued 
until March 1S, 1965, however. 

Chicago claims that once the Commission found “flow 
through” to be a valid policy as to Natural. it was 
required, by the 1962 Settlement Agreement and Section 
4 of the Natural Gas Act, to make it effective as to 
Natural as of March 1, 1961—over four years before that 
policy was found valid as to Natural. That argument is 
erroneous because it necessarily involves the extreme con- 
tention that the Commission must use the March 1, 1961 
date—that it had no right to make its new policy effective 
as of a later date. Natural, before showing that contention 
to be in error. will here state its position. (*) 

1. The terms of the 1962 Settlement Agreement con- 
templates. but leaves open, the possibility of refunds by 
Natural. The Agreement does not require that any re- 
funds be ordered, but leaves whether there are to be 
refunds, and if so, how much and covering what period, 
to Commission decision. 

29. The terms of the Natural Gas Act allow refunds 
to be ordered in a rate case under Section 4(e). And the 
maximum. permissible amount of refunds which may be 
ordered is “the portion of such increased rates or charges 
by its decision found not justified.” for the period such 
increased rates have been in effect. But this is permissive, 
not mandatory, and the Commission is free to order 
refunds for a lesser period than the permissible maximum 
and in a lesser amount than the permissible maximum. 


(*) This Section is irrelevant as to ‘‘rate base reduction,”’ if 
this Court holds that ‘‘rate base reduction’’ was not reserved by 
the 1962 Settlement of Natural or that ‘‘rate base reduction’’ is 
an invalid policy. This Section is irrelevant as to ‘“‘flow through’’ 
if that policy is held to be invalid. This Section will discuss only 
“flow through’’, since ‘‘rate base reduction”’ is not reserved. 
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3. While the Settlement Agreement and the Natural 
Gas Act neither required nor prohibited retroactivity 
(refunds), the treatment which the Commission has ac- 
corded other pipelines, with regard to this issue, has 
established that the Commission is precluded from mak- 
ing “flow through” effective, retroactively, as to Natural. 

These three points will be discussed separately below. 


A. Natural’s 1962 Settlement Agreement Does Not Re- 
quire ‘‘Flow Through’’ To Be Applied To Natural 
Retroactively 


Chicago’s Brief herein, Section I(A), pages 13-19, argues 
that Natural’s 1962 Settlement Agreement requires re- 
funds back to March 1, 1961, relative to “flow through.” 
In doing so, Chicago quotes portions *) of only one passage 
from the Settlement Agreement, and that passage sup- 
ports the position of Natural and the Commission, that 
the Commission was left free to set the amount of refund 
and the time period for calculation thereof. That passage 
provides that if it was validly held, after review, that 
Natural must use “flow through,’’ Natural: 

«* * * shall make such further refunds, with in- 
terest at 7 per cent per annum from the 20th day 
of each month in which each excess payment was 
collected, to the date Natural refunds such excess 
payment, as shall result from the reduction, if any, 
in the level of any of the rates contained in its FPC 
Rate Schedules that may be required by the Commis- 
sion at the time of such order; * * *” 

Thus, Natural shall make refunds consisting of whatever 
amounts the Commission validly holds to be an “excess 
payment” collected (in this case, the difference between 
rate levels under “normalization” and under “flow through” 
for the period February 3, 1964 forward). Assuming, argu- 
endo, that “flow through’’ is valid and that the Commission 
can make its order retroactive, the point here is that the 


(*) Pages 16 and 18 of Chicago's Brief. At page 16, all the 
words which relate to interest are left out of the same quotation, 
so that it erroneously indicates that it is ‘‘refunds’’ which run 
“from the 20th day of each month,’’ rather than ‘‘interest,’’ as 
is actually the case. 
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Settlement Agreement left it for the Commission to decide 
whether to go back to March 1, 1961. 

The above Settlement Agreement language refers to 
Natural making “such further refunds * * * as shall 
result from the reduction, if any, in the level of any of 
the rates * * *.’? and the here emphasized “if any’’ lan- 
guage shows clearly that the possibility of no refunds 
(and/or no rate reductions) was left open. but not re- 
quired, as Chicago claims. Looking further at the Settle- 
ment Agreement language, the “refunds,” and the “redue- 
tion” in the “level of rates,’? which may be made if “flow 
through” was ordered and upheld were to be those “that 
may be required by the Commission at the time of such 
order.’’ Again, Commission discretion is provided for. And 
this is consistent with the fact that the “question of 
whether Natural. in computing its cost of service for rate 
purposes.” should use “normalization” or “flow through,” 
was left for “adjudication by the Commission in these 
proceedings.” (First sentence, Section IV (2), Settlement 
Agreement.) An adjudication posits that all faects of the 
issue are to be decided—not that the important issue of 
the length of the period for calculation of refunds, “if 
any,” would be predetermined, even though all other 
aspects of the issue were left for Commission decision. 

Finally, the last sentence of Section IV 2 of the Settle- 
ment Agreement, again shows that only a possibility, not 
certainty, of refunds was provided. It reads: 

“Any refunds and/or rate reductions made by reason 
of this Section IV (2) shall be made as described in 
the last paragraph of Section IV (1) above.” 

The reference to “any refunds and/or rate reductions”’ 
clearly contemplates that refunds or future rate reductions 
or both or, as shown by the word “any,’’ neither, could 
be ordered. It shows definitely that refunds do not auto- 
matically follow, even from a Commission determination 
that Natural must start to use “flow through.” 
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B. The Natural Gas Act Does Not Require Flow Through 
To Be Applied To Natural Retroactively 


Chicago argues (pages 20-23 of its Brief) that the 
Natural Gas Act requires that Natural must make refunds 
back to March 1, 1961. This is based, it seems, wholly on 
language from United Gas Pipe Line Co. v. Mobile Gas 
Service Corp., 350 U.S. 332, 341 (1956), where the Court 
held that one of the “powers” of the Commission is to 
make its rate case “order retroactive. by means of the 
refund procedure, to the date the change became effec- 
tive” after suspension under Section 4(e) of the Act. 

Natural agrees that the Natural Gas Act confers that 
power of retroactivity. But Chicago argues it is not 
only a power, but a mandatory duty, in all cases. This is 
in error. First, in United, the Court recognized, by use of 
the permissive word “may,’”’ from Section 4(e), that retro- 
active orders, by means of a refund, are permissive, but 
not mandatory. The statute provides: 

“Where increased rates or charges are thus made 
effective, * * * the Commission may, by order, re- 
quire the natural-gas company to furnish a bond, to 
be approved by the Commission, to refund any amounts 
ordered by the Commission, * * * and, upon comple- 
tion of the hearing and decision, to order such nat- 
ural-zas company to refund, with interest, the por- 
tion of such increased rates or charges by its decision 
found not justified.” (52 Stat. 882: 15 U.S.C. § 717e, 
emphasis added.) 

Note that the Commission “may’’ order a bond and 
“may order refunds. and any refunds are to he of such 
amounts as are “ordered by the Commission,” hecause 
such amounts are to he the “portion” (not necessarily all) 
of “such increased rates or charges by its decision found 
not justified.” The Commission found that “normalization” 
was a justified policy until February 3, 1964. 

The United case itself does not support Chicago’s argu- 
ments, since it makes no holding about refunds—hback to the 
effective date of rate increases or otherwise. Nor does any 
other case hold that refunds to such retroactive date are 
mandatory under the Natural Gas Act, so far as Natural 
has been able to determine, and Chicago has cited none. 
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The courts in other cases also consistently use the permis- 
sive word “may” when ruling with regard to Section 4 of 
the Natural Gas Act. See e.g., Wisconsin v. F.P.C., 303 F. 
2d 380, 382, 386 (D.C. Cir. 1961), affirmed, 373 U.S. 294 
(1963): State Corp. Commission of Kansas v. F.P.C., 215 
F. 2d 176, 183 (8 Cir. 1954); and United Gas Improve- 
ment Co. v. Callery Properties, Inc., 382 U.S. 223, at 229, 
n. 4 (1965). See particularly Public Service Commission 
of New York v. F.P.C., 329 F. 2d 242, 248-250 (1964), 
cert. denied sub nom., Prado Oil & Gas Co. v. F.P.C., 377 
U.S. 963 (1964), where this Court held that the Commis- 
sion had power to order refunds, but that this power is 
not mandatory but rather is to be governed by “the 
standard of equity.’’ 

It is thus clear that the Natural Gas Act, like the 1962 
Settlement Agreement, grants power to the Commission 
to order refunds—even to as far hack as March 1, 1961— 
but does not require the Commission to do so. The Com- 
mission chose to exercise this power by requiring refunds 
to the retroactive February 3, 1964 date. but not to March 
1, 1961. to be consistent with its Alabama-Tennessee deci- 
sion, where the Commission, without objection, did not 
order any refunds, but rather made its decision prospec- 
tive from the date of decision. Thus, the claims of Chicago 
are in error. 


C. The Commission Violated Its Own Policies, Unlaw- 
fully Discriminated Against Natural, And Violated 
Natural’s Constitutional Rights By Applying ‘‘Flow 
Through’’ Retroactively 


Although the Commission was free. under the 1962 Sct- 
tlement Agreement and the Natural Gas Act, to order 
that Natural’s rates reflect “flow through” retroactively, 
the Commission nevertheless erred when it so ordered, 
because: 

1. It is only as to Natural that the Commission has 
applied “flow through”’ retroactively. This is invalid dis- 
crimination. See Natural’s Initial Brief. pages 40-47. 

2. The Commission, by applying “flow through” to 
Natural retroactively, violated the principle that a retro- 
active application of a change in administrative policy 
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(such as the drastic change from “normalization” to “flow 
through” herein) will not be allowed when it will work 
a hardship upon a regulated company, such as Natural, 
which has relied upon the former policy for a decade. 
See Natural’s Initial Brief, pages 47-50. 

Chicago does not address itself to either of these points, 
while the Commission’s Brief failed to respond to point 2, 
above. Therefore, only the arguments of the Commission’s 
Brief (pages 46-48) relative to point 1, above, will be dis- 
cussed herein. First, the Commission again cites refer- 
ences (page 47) from the Settlement Agreement (R. 2962), 
the Commission’s Initial Opinion below (R. 5122) and a 
letter from one of Natural’s former attorneys, each of 
which indicates that at the time the 1962 Settlement was 
entered into, the possibility of some refunds was contem- 
plated. Natural agrees. But that is irrelevant to the present 
situation, because it is Commission action, since 1964. 
which makes the ordering of any refunds by Natural—the 
retroactive application of “flow through”—invalid. 

The second argument made by the Commission Brief 
(pages 47-48), relates to the Midwestern, 32 FPC 993 
(1964), and American Louisiana, Michigan Wisconsin, 31 
FPC 1579 (1964), cases before the Commission. Natural 
has cited those cases, at pages 44-45 of its Initial Brief. as 
two cases in which the Commission, after its Alabama- 
Tennessee decision. but before its retroactive application 
of the principles of that case to Natural. applied those 
principles to other companies. but prospectively only— 
that is, from the date that the Commission issued its order 
relative to the particular company or, in most cases. much 
later than that. As other examples of such prospective 
treatment, Natural also cited Alabama-Tennessee itself: 
Panhandle Eastern and Trunkline, 31 FPC 736, and 31 
FPC 743: Algonquin, 31 FPC 702: Southern Natural, 31 
FPC 1173: Notice in Docket No. R-264, July 7, 1954. 
(Initial Brief. pages 44-45) The Commission’s Brief did 
not even attempt to explain away those cases, And all 
that the Commission says about American Louisiana and 
Michigan Wisconsin is that they were cases in which the 
“liberalized depreciation” issue had been previously re- 
served and, after Alabama-Tennessee, was settled on 2 
prospective application basis, along with other issues. 


4 


(page 48) That explanation does nothing to explain why 
Natural was discriminated against. Natural too had a 
reserved liberalized depreciation “flow through” issue 
pending, and after Alabama-Tennessee, Natural made 
its 1964 settlement offer on the same prospective basis 
accorded American Louisiana and Michigan Wisconsin 
(and also Panhandle Eastern and Trunkline and Algon- 
quin. ete.) But the Commission rejected that solution and 
instead ruled against Natural, retroactively. That was 
invalid discrimination. 

As to Midwestern, the Commission states (pages 47-48) 
that it could not have made its order retroactive in that 
case because it was a Section 5(a) proceeding, where 
there is no authority to order refunds. But what the 
Commission does not disclose is that the Commission 
issued its Opinion 444, 32 FPC 993, relative to Midwestern, 
in 1964, after it had decided Alabama-Tennessee. But 
instead of making its order effective as of the date it 
issued Midwestern’s Opinion (which would not have been 
retroactive), the Commission deferred the decision and 
announced that when it later decided it, its decision would 
be prospective from that later date (now July 15, 1966). 
But as to Natural, the Commission not only did not put 
off application of “flow through” to the future, as it did 
with Midwestern and the other companies named earlier, 
but it made it retroactive, with obvious discrimination. 

As to Panhandle Eastern, Trunkline, American Louis- 
jana and Michigan Wisconsin, the Commission made “flow 
through” effective as of October 1, 1965. Natural believes 
that if “flow through’’ is held to be a valid policy, the 
Commission should be prohibited, to prevent discrimina- 
tion, from making that poliey effective as to Natural prior 
to that same date. At minimum, however, the Commission 
cannot apply “flow through” to Natural prior to the date 
of the order finding “flow through” applicable to Natural— 
March 18, 1965. Any earlier date would not only be dis- 
criminatory relative to the treatment accorded every other 
company—since no other company has had “flow through” 
applied to it prior to the date of the Order finding it ap- 
plicable to that company—but would also be an invalid 
retroactive change of policy. 


CONCLUSION. 


Natural requests that this Court order: 

1. That the Commission erred in, and should be re- 
versed for, ordering Natural to reduce its rates to re- 
flect “rate base reduction,” because that issue was not 
reserved for Commission determination in Natural’s set- 
tlement, but was instead terminated as a part of that 
settlement. 


2. If this Court rules upon the validity of “rate base 
reduction,” despite point 1 above, that “rate base reduc- 
tion’’ is an invalid policy. 


3. That “flow through” is an invalid policy. 


4. In the event this Court should decide, however, that 
“rate base reduction” was reserved, and is valid, and/or 
that “flow through” is valid, then Natural requests this 
Court to rule that neither policy may be applied to Nat- 
ural prior to October 1, 1965, or, at the earliest, March 
18, 1965. 
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JOINT PETITIONERS’ REPLY BRIEF. 


INTRODUCTION. 


This brief is submitted by the City of Chicago and the 
Public Service Commission of Wisconsin (hereinafter re- 
ferred to as ‘‘Joint Petitioners’’) in reply to both the 
initial brief and the supplemental initial brief filed by 
the Natural Gas Pipeline Company of America (herein- 
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after referred to as ‘‘Natural’’), and also in reply to the 
brief filed on behalf of Respondent, Federal Power Com- 
mission (hereinafter referred to as “‘Commission’’). 


The portion of the Commission’s decision and the portion 
of its brief in defense thereof which the Joint Petitioners 
take exception to and which are erroneous, were formulated 
to support the following position: 
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That the Commission’s implementation of flow- 
through in this proceeding is consistent with the 
settlement agreement and with the treatment ac- 
corded other pipelines. 


The portions of Natural’s Initial Brief which merit 
reply were formulated to support the following positions: 


1. 


That the Settlement Agreement did not reserve 
the issue of ‘trate base reduction’’ and it was error 
for the Commission to require Natural to reflect 
in its rates the deduction of accumulated deferred 
taxes from its rate base. 


That the Commission, in Alabama-Tennessee, by 
adopting a policy of flow-through violated and 
frustrated the Congressional intent in enacting 
Section 167 of the Internal Revenue Act. 


That the Settlement Agreement provided that the 
Commission had the discretion to either order flow- 
through prospectively and require only a rate re- 
duction or to order flow-through retroactively and 
require a rate reduction and refunds. 


That the Commission’s Order should have prospec- 
tive effect only, for to do otherwise, would violate 
the principles enunciated in Alabama-Tennessee 
which would result in discriminatory practices di- 
rected against Natural. 
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This Reply Brief is directed to the errors committed by 
the Commission and to certain misconceptions of these 
errors presented by Natural. 


I. 


Joint Petitioners’ Reply to Position of Federal Power 
Commission. 


The Commission in attempting to buttress its action of 
erdering refunds retroactive to February 3, 1964 and not 
to March 1, 1961 as provided under the terms of the Settle- 
ment Agreement, presents an anemic and limited argument 
which is contained on six pages (Br., pp. 45-50) of its 
seventy-five page Brief. It is amazing that the Commis- 
sion, in attempting to justify its action regarding the or- 
dering of refunds as being consistent with the terms of 
the Settlement Agreement, fails to refer this Court to any 
specific language of that Agreement. Such an omission by 
the Commission is highly suspect. Paragraph 3 of Section 
IV (2), of the Settlement Agreement provides: 

«« |. Natural... shall make such further refunds, 
with interest at 7% per annum from the 20th day of 
each month in which each excess payment was collected, 
to the date Natural refunds such excess payment... .’’ 


Since Natural has collected these excess payments since 
March 1, 1961, it is clear and obvious that rate refunds 
should be ordered retroactive to that date and the selection 
of any other date is not consistent with the Settlement 
Agreement. 


On pages 50 and 52 of its Brief, the Commission claims 
that the Settlement Agreement is ambiguous but fails to 
quote any specific language from the agreement to demon- 
strate this ambiguity. The theory of the Commission now 
seems to be that if you wish to avoid the practical conse- 
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quences of a Settlement Agreement you only have to argue 
that it is ambiguous. Of course, if the Agreement is am- 
biguous today, it certainly was ambiguous when the Com- 
mission approved it. Natural, on the other hand, con- 
tends that the Settlement Agreement is clear and that it 
allowed the Commission diseretion in ordering rate re- 
ductions and refunds. However, Natural maintains that 
Commission precedents prohibit the ordering of rate redue- 
tions and refunds retroactively. To support this position, 
Natural, on page 39 of its Initial Brief quotes a few sen- 
teneces of the Settlement Agreement in such a desultory 
manner as to border on the preposterous. 

The Commission, in its brief on page 47, attempts to 
walk the proverbial tightrope fending off Natural’s claim 
that under the Settlement Agreement it should not have 
been required to make any refunds prior to March 18, 
1965. while at the same time, challenging the position of 
the Joint Petitioners that refunds should relate to the date 
the rates became effective. subject to refund, namely March 
1, 1961. In order to accomplish this feat, the Commission 
does not quote any of the terms of the Settlement Agree- 
ment but by means of a foot-note quotes a letter dated 
May 10, 1962 which was sent by Natural’s Attorney to 
Corporation Counsel, John C. Melaniphy. This letter of May 
10, 1962 is appended hereto as Appendix A and attached 
to that letter was the language to be used in the Settlement 
Agreement. Even a cursory reading of this letter would 
leave no doubt in the reader’s mind that the City of Chicago 
and Natural had agreed to refunds that would relate back 
as the then imminent $3,000,000 in refunds had related back 
to March 1, 1961. 


If the position of the Commission, with respect to refunds 
being diseretionary, were to be sustained there would not 
necessarily have to be any provision in the Settlement 
Agreement for a refund procedure. Federal Power Com- 
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missioner Black had no difficulty in determining the correct 
effective date of the Commission Order when, in his dis- 
senting opinion, he stated: 
“The Commission should order Natural to refund 
the excess revenues collected by reason of its ‘nor- 
malized’ treatment of liberalized depreciation for the 


entire period the inflated rates have been in effect: 
that is from March 1, 1961 to the present.’’ (R. 5128.) 


On page 49 of its brief, the Commission implies that 
under a Scetion +(c) proceeding of the Natural Gas Act 
they are empowered to choose any date for the ordering of 
rate reductions and refunds on that ‘‘portion of such in- 
creased rates or charges by its decision found not justified.”’ 
The Joint Petitioners insist that nowhere under the express 
provisions of Section +(e) or any other section of the 
Natural Gas Act has the Commission the power or au- 
thority to order a refund retroactive to any date other 
than the date the increased rates found unjustified became 
effective. Granted, under Section 4(e) the Commission has 
the power to order refunds on a portion of the rate it finds 
to be unjust and unreasonable but it does not have the 
power to order a refund for a portion of the total time the 
rates found unjust and unreasonable were in effect. 


Also on page 49 of its brief the Commission asserts, 
in an attempt to mollify the Joint Petitioners, that the 
Commission could have strictly adhered to the decision 
in Alabama-Tennessee thereby making its order prospec- 
tive in application. The City and the Public Service Com- 
mission of Wisconsin would direct this court’s attention 
to pages 17-19 of their initial brief wherein this argu- 
ment was challenged and overcome. 

The Commission, on page 49 of its brief, cites as an 
example, a proceeding in which there is a tax increase 
or decrease during the refund period. It then states that it 
would be appropriate for the Commission to take into 
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account such variations in the tax rate in determining that 
portion of the rate that had not been shown to be justified. 
The Joint Petitioners believe that it would be indeed appro- 
priate and we are sure it would be readily accomplished 
if all parties to the proceeding and the Commission agreed, 
but not otherwise. If the situation as the Commission 
described it did occur namely, if the tax rate inereased 
during the refund period, and all parties failed to agree, 
it would then become incumbent upon the Pipeline Com- 
pany to file for an increase in rates to cover its increased 
cost under Section 4(¢e) of the Natural Gas Act. Conversely, 
if the tax rate decreased and the Pipeline Company did 
not choose to voluntarily reduce its rates, the Commission 
would be faced with the filing of a Section 5 proceeding 
under the Natural Gas Act against the Pipeline Company. 

The Commission’s powers under Section 4(e) of the 
Natural Gas Act were thoroughly discussed on page 21 
of the Joint Petitioners’ Initial Brief, but shall be restated 
onee again. Section 4(e) does not empower the Commis- 
sion to order refunds retroactive to any date that in its 
opinion is equitable but it is limited to the date the change 
became effective. 


The Commission, by its equitable resolution of the issues 
in this proceeding, ignored the specific judicial determina- 
tion by the United States Supreme Court! and ordered 
refunds retroactive to February 3rd, 1964 and not to March 
1, 1961, the date the change became effective. By so doing, 
the Commission conferred upon itself equity powers not 
granted to it under Section 4(e) of the Natural Gas Act. 

If the Commission is allowed to maintain sweeping 
equity powers in a Section 4(e) proceeding, it is conceiv- 
able that the Commission could order refunds retroactive 


1. Texaco-Eastern Transmission Corporation v. Federal 
Power Commission, 306 F. 2d 345, 347, 348 (Jan. 1962) Joint 
Petitioners’ Initial Brief, p. 22. 
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prior to the date the increased rates, found unjustified, 
became effective. Granted that this is an improbable oc- 
currence, however, under the powers of equity it is possible. 
It is absolutely certain that the Commission, by assuming 
equity powers in this proceeding, has undermined Section 
4(e) of the Natural Gas Act and has frustrated Congres- 
sional intent of protecting the Natural Gas consumers from 
exploitation at the hands of the natural gas companies. 
Such action by the Commission has rendered the refund 
provision in Section 4(e) a nullity, completely meaningless 
and at best, a mockery of Congressional intent. 


II. 


Joint Petitioners’ Reply to the Initial and Supplemental 
Briefs of Natural. 


Joint Petitioners do not undertake to reply to the Sup- 
plemental Brief of Natural, in that Natural by its Supple- 
mental Brief merely attempts to collaterally attack the 
5th Cireuit’s decision in Alabama-Tennessee and in effect 
offers no issue of substance in this proceeding. 


With respect to the arguments advanced by Natural 
(Br. pp. 10-19) to support its position that the Settlement 
Agreement precluded the Commission from requiring Na- 
tural to reflect in its rates the deduction of accumulated 
deferred taxes from its rate base, Joint Petitioners have 
no disagreement, and in fact, have stated (Br. pp. 19-20) 
that the Commission had in fact abrogated the terms of 
the Settlement Agreement by ruling on the ‘‘rate base re- 
ductions’’ issue. 

Natural’s second position (Br. pp. 19-31) is that the 
Commission, in Alabama-Tennessee, by adopting a policy 
of flow-through, violated and frustrated the Congressional 
intent in enacting Section 167 of the Internal Revenue Act. 


Joint Petitioners would briefly comment that the Settle- 
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ment Agreement reserved the issue of ‘flow-through vs. 
normalization’* and that Natural had the onus to refute 
the City’s contention that the principles of Alabama-Ten- 
nessce were applicable to Natural. By attacking the Com- 
mission's holding in Alabama-Tennessec, Natural has for- 
mulated arguments which should have been directed to the 
United States Court of Appeals for the Fifth Cireuit and 
not to this Court. These arguments are irrelevant and 
only obfuseate the issue (flow-through versus normaliza- 
tion), which was reserved for determination by the Com- 
mission tn this proceeding. 

Beginning on page 31 and to the conclusion of its Initial 
Brief, Natural presents various arguments in support of 
the two following positions: 

1. That the Settlement Agreement provided that the 
Commission had the discretion to either order flow- 
through prospectively and require only a rate re- 
duction or to order flow-through retroactively and 
require a rate reduction and refunds. 


That the Commission’s Order should have prospec- 
tive effect only for to do otherwise, would violate 
the principles enunciated in Alabama-Tennessece 
which would result in discriminatory practices di- 
rected against Natural. 


As to the first position, the Joint Petitioners will deal 
with the matter extensively in the following portions of 
their Reply Brief. 


The argument advanced by Natural in support of the 
latter position was dealt with by both the City and the 
Staff in their oral arguments and by the Commission in 
Opinion Nos. 456 and 456-A. However, the Joint Petition- 
ers will once again refute the arguments presented by 
Natural. 
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In order to support its position that the Commission 
had the diseretion in ordering refunds, Mr. William 
Brackett, Attorney for Natural, interprets the language 
and the intent of the Settlement Agreement as follows: 


““).. because the Settlement Agreement does not re- 
quire refunds—it simply leaves the matter for future 
adjudication by the Commission. It neither requires 
refunds nor precludes refunds .. .”’ (R. 3001). and 
“Now the whole point of the Staff and the City of 
Chicago is that their claim that the Settlement Agrec- 
ment requires refunds. I would contend that this is 
simply not correct: it is simply not supportable on 
any reading of the Settlement Agreement.’* (R. 3007). 
Mr. Brackett affirms the City’s position that the Settle- 
ment Agreement is a binding contract imposing mutual 
rights and obligations upon the parties to that contract: 
“It is also not in issue in this proceeding whether or 
not the Settlement Agreement is a contract. Natural 
agrees it is a contract, agrees it is binding, and we 
have here a dispute about what the contract involves.”* 
(R. 3002.) 


After this affirmation, Mr. Brackett then proceeds to en- 
gage in semantic gymnastics in order to bend and twist 
the language of the Settlement Agreement into his square 
hole of interpretation (R. 3008-9). He imposes upon un- 
equivocal language an inflated, expanded and new meaning. 


In attempting to overcome the specific reference to re- 
funds in Opinion No. 367, Mr. Brackett concludes that this 
reference is a ‘‘term of art used by the Commission in 
every Order suspending a rate increase. . . . It means sub- 
ject to possible refunds.’’ (R. 3007). The Joint Petitioners 
agree that the ordering of refunds at that time in the 
proceedings was not mandatory; ic., it was subject to 
possible refunds. However, once the Commission had af- 
firmed the Joint Petitioners’ position that flow-through 
was the proper rate treatment of liberalized depreciation 
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and thereby Natural’s rate increase was unjustified, it was 
at this point that the ordering of rate refunds became man- 
datory. 

In light of the evidence presented in this proceeding 
the Commission found in Opinion Nos. 456 and 456-A that 
the Settlement Agreement required refunds upon a finding 
that flow-through was the proper rate treatment of liber- 
alized depreciation. The Commission did so find and it 
ordered rate reductions and refunds retroactive to Feb- 
ruary 3, 1964. 

The Commission found, with little difficulty, that the 
Settlement Agreement required rate reductions and re- 
funds upon the determination that flow-through was the 
proper rate treatment of liberalized depreciation. There- 
after, the Commission struggled with the language of the 
Settlement Agreement and the related documents (letter 
of May 10, 1962 (Appendix A) and Opinion No. 367), 
to determine the date on which rate reductions would 
apply. The Commission erroneously concluded: 

“«., There is no language in the settlement which can 
be fairly interpreted as requiring us to order refunds 
retroactive to the date the rate increase was put into 
effect by Natural.’’ (R. 5112). 
The Commission then made an equitable compromise be- 
tween the Joint Petitioners’ date of March 1, 1961 and 
Natural’s date of October 1, 1965 and ordered rate reduc- 
tions and refunds retroactive to February 3, 1964. The 
Joint Petitioners, in the interest of brevity, will not go 
into detail on why they believe that the Commission abro- 
gated the terms of the Settlement Agreement by this equit- 
able compromise but directs this Court to pages 13-19 of 
Joint Petitioners’ Initial Brief and Appendix B appended 
thereto. 


The Joint Petitioners however re-emphasize and strong- 
ly rely on the language of the Settlement Agreement and 
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the nature of the proceedings, to support their position that 
under the terms of this Agreement the ordering of rate re- 
ductions and refunds retroactive to March 1, 1961 is man- 
datory. 
Paragraph (3), Section IV(2), of the Settlement Agree- 
ment provides: 
“).. Natural... shall make such further refunds, 
with interest at 7% per annum from the 20th day of 
each month in which cach excess payment was col- 
lected, to the date Natural refunds such excess pay- 
ment... .’’ 


Since Natural has collected these excess payments since 
March 1, 1961 it is clear and obvious that rate refunds 
should be ordered retroactive to that date and the Com- 
mission does not have the discretion to modify the Settle- 
ment Agreement without the consent of the parties. After 
availing itself of all other arguments Natural attempts 


to argue that the Commission’s Order must have prospec- 
tive effect only because to do otherwise, would violate the 
principles enunciated in Alabama-Tennessee and would re- 
sult in discrimination against Natural. To support this 
position Natural quotes Opinion 417 (Alabama-Tennessee) 
on page 43 of its Initial Brief: 
“The same issue was also deferred in a number of 
Commission Orders prescribing future rates for other 
natural gas pipeline companies, conditioned on the 
decision in this case.2 In thus reserving this issue, 
we uniformally provided that any changed policy which 
might be formulated in this proceeding would have 
only a prospective effect on the rates and charges of 
the individual pipelines concerned . . .’’ 


“3. American Louisiana Pipeline Company & Michi- 
gan Wisconsin Pipeline Company, Opinion No. 363, 
issued September 17, 1962; El Paso Natural Gas Com- 
pany, Opinion No. 379, February 18, 1963; Natural Gas 
Pipeline Company of America, RP 61-8, Opinion No. 
367, October 25, 1962.’’ 
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Natural then concludes, ‘‘thus the Commission flatly 
held that its policies were to be applied to Natural, and 
other named pipelines, only prospectively.’’ Thereafter, 
on pages 44-45 of its Initial Brief, Natural cites cases in 
which the Commission applied its policies prospectively and 
then emphatically states: 


**A reversal of this consistent pattern as to Natural 
only, as urged by the City of Chicago, and as the 
Commission did in the proceeding below, is violative 
of Commission general policy and constitutes a dis- 
criminatory differentiation in policy between Natural 
and other pipelines. It is also an arbitrary, and thus 
unlawful, abuse of Commission power.”’ 


The absurdity of this theory was presented to the Com- 
mission by Mr. James Danaher, attorney for the City of 
Chicago, when referring to footnote 3 in Opinion No, 417, 
he asserted: 


“Natural refers to a footnote, I think we will agree 
that you can’t abrogate a contract (the Settlement 
Agreement), a valid agreement by a footnote, and 
particularly you can"t abrogate an agreement where one 
of the parties to the agreement was not a party to the 
proceeding in which the footnote appeared, were never 
given a hearing, were never advised of the attitude, 
and were never given its day in court.’’ (R. 3022.) 


Further Mr. Edmund Seciullo, Staff Counsel for the 
Federal Power Commission, in referring to footnote 3 in 
Opinion No. 417, correctly stated: 


“ec 


. .. it said it ‘shall be of prospective effect’ in the 
Alabama-Tennessee case, Opinion 417, and it added a 
footnote and listed four other companies . . —and a 
tail was added to that just by way of passing, out of 
context with the chronological order of the three cases 
Natural Gas Pipeline was added in. 

‘*Why or how, I don’t know, but all you have to do is 
read the language to which the footnote relates and you 
know that the inclusion of Natural was inadvertent un- 
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less you justify its inclusion on the only common 
demominator, namely, the existence of a liberalized 
depreciation issue.’’ (R. 3002-3.) 


Mr. Sciullo then discusses the language of the Louisiana- 

Michigan case (R. 3033-4), the El] Paso case (R. 3034) and 

concludes : 
““Gentlemen, Opinion No. 417, on page 2, goes on to 
state, ‘in thus reserving this issue, we uniformally 
provided that any changed policy which might be 
formulated in this proceeding would have only a pros- 
pective effect on the rates and charges of the individual 
pipelines concerned.’ 

“This is like a round peg sitting in a square hole 
if vou try to get Natural Gas Pipeline’s posture 
into this language. It doesn’t belong. Now, where 
we call it an inadvertence (footnote 3), or whether we 
call it error isn’t important, because it is what it is. 
Staff Counsel submits that there isn’t a thing that 
could have been done in Opinion 417 to violate, alter 
or abrogate the Agreement of the parties in May or 
June of 1962, and any attempt to do so would be a viola- 
tion of everything for which this Commission stands, 
and the importance in the future of the settlement 
procedure.’’ (R. 3035.) 

Both the City and Staff Counsel argued, in opposition to 
Natural, that footnote 3 in Opinion No. 417, Alabama- 
Tennessee, and the cases cited thereunder, had no binding 
effect on the issue of the date for ordering rate reductions 
and refunds. They maintained that a prospective appli- 
cation of the orders issued in RP 61-8 on the basis of 
Opinion No. 417 would violate, alter or abrogate the binding 
contract (Settlement Agreement) entered into by the par- 
ties to this proceeding. 


The Commission, in Opinion No. 456, clearly supports 
the position taken by the City and Staff Counsel on this 
issue by stating that: 

‘“‘We agree with Chicago that the reference to the 
present proceeding in Opinion No. 417 conveys no more 
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than that the same substantive issue (flow-through 
versus normalization), was presented in both cases.”’ 


(R. 5123.) 


The Commission then concludes: 

‘*Natural’s selection of an October 1965 date seems 
to reflect the view that it is entitled to be put on a 
par with America-Louisiana, Michigan-Wisconsin, 
Panhandle and Trunkline, rather than Alabama-Ten- 
nessee, With respect to each of these four pipelines, 
rate settlements agreeable to their customers as well as 
the Commission were subsequently reached after our 
decision in Alabama-Tennessee, under which they 
agreed to flow-through the benefits of liberalized de- 
preciation commencing on October, 1965, subject to the 
outcome of pending litigation in Alabama-Tennessee. 
In none of those proceedings did the Settlement 
actually reserve the liberalized depreciation issue, or 
provide that the pipeline agreed to make such refunds 
as the Commission might order.’’ (R. 5124.) 

In summary, the Joint Petitioners would direct this Court 
to page 17 of its Initial Brief wherein they point out that 
the Commission in Alabama-Tennessee, when they reserved 
the issue of liberalized depreciation (Opinion No. 360 issued 
on June 13, 1962) ordered that any future Order in regard 
to the reserved issue would operate prospectively only. 
Commissioner Black, in his dissenting Opinion, on page 2 
of Opinion No. 456 recognized this distinction when he 
stated: 

“It is especially noteworthy that the Commission’s 
order in Alabama-Tennessee and in other dockets re- 
serving the issue of liberalized depreciation did ex- 
pressly provide that its future order resolving that 
issue would have prospective effect only.’’ (R. 5129.) 


The Commission did not so order when it approved the 
settlement nor did any party to the settlement suggest a 
prospective application of any of the reserved issues, and 
in fact they agreed to a refunding procedure for the re- 
served issues. 


15 


Conclusion. 


The Joint Petitioners direct this Court’s attention to 
the practical effect of the Commission’s Orders in this 
proceeding. Natural has, since March 1, 1961, collected a 
substantial amount of money from its customers through 
excessive and inflated charges. The Commission, by order- 
ing refunds retroactive to February 3, 1964, has sanctioned 
an overcharge for almost three years and has deprived 
natural gas consumers of money due and owing to them. If 
Natural is allowed to retain this overcharge then the gas 
consumer will be prey to other natural gas companies who 
seek rate increases under Section 4(e) of the Natural 
Gas Act. The Joint Petitioners are confident that this 
Court will not subseribe to such a predatory use of the 
natural gas consumer. 


Respectfully submitted, 


Raymonp F. Srvoy, 
Corporation Counsel, City of Chicago, 
Room 511, City Hall, 
Chicago, Illinois 60602, 


Wituram FE. Torkerson, 
Chief Counsel, Public Service Commission of 
Wisconsin, 
Hill Farm State Office Building, 
Madison, Wisconsin 53702, 
Attorneys for Joint Petitioners. 


Maruias M. Mattern, 
Assistant Corporation Counsel 
in Charge of Public Utilities Division, 
Bernard Rane, 
Assistant Corporation Counsel, 
Wiuiuam E. TorKesox, 


Chief Counsel, Public Service 
Commission of Wisconsin, 


Of Counsel. 


ROSS, MCGOWAN, HARDIES & O'KEEFE 
122 SOUTH MICHIGAN AVENUE CHICAGO 3 


May 10, 1962 


Me. John C,. Melaniphy 
Corporation Counsel 
City of Chicago 

Sity Nelli 

Chicago, illinois 


ear Mr, Melaniphy: 


Pursuant to your request, there is attached to this 
letter a copy of the language to be used in the settlement) 
agreement of the current FPC rete case of Naturai Gas Pinelings 
sompany of America. This language covers the purchase ¢a83/ cost 
reduction problem which you and Mr, Danaher discussed with| Mr. 
Sracxett and me. | 


| 
May Il first point out that the full agreement in; the 

case provides that Natural has accepted the cost of service 
roposea by the FPC staff, and Natural unconditianally agrees 
to make refunds of all sums collected in the past in excess of 

vhat cost of service, That includes an obligation to make 
roughly a 33,000,000 refund for Chicago consumers. Natural 
8206 unconditionally agrees to reduce its future rates to Fe- 
fiect that decreased cost of service. 


| 
Natural also agrees to go to trial before the FPC on 
wwo issues and if it loses on either, to make additional efunds 
&nd rote reductions (over and above the unconditional ones! men- 
tioned above). AS you recall, one of these issues which will go 


to trial--the normalization of taxes--is going to trial at) your 
request, | 


Natural also agrees that if the Texas arama ele 
declared invalid, Naturel will make the proper refund. 

no other taxes replace the invalid tax, Natural will maxe oe 
appropriate rate reduction. This is the proposal made by 
City of Chicago, which Natural has agreed to. And again, this 
rate reduction and refund from the Texas Tax is in addition to 
those mentioned earlier, ! 


if 


Mr. John CC, Melaniphy may 10, 1962 


That leaves only the question of Natural’s cost of 
Sas it purchases from the o11 and gas companies, which was 
discussed with you yesterday, Natural'’s proposal--Kchich has 
been agreed to by the FPC staff and other parties, except the 
City--is as follows, 


whenever a decrease in the rates of any of Naturcl's 
suppliers used in this case occurs, Natural will then ece if 
the increases from other such supplicrs since 1960, tho stert- 
ing point in this case, are more or less than those decreases. 
If there has been a net decrease, Natural will reduce its rates. 
But 1f there has been a net increase, it will not reduce Naturel'ts 
rate, but, of course, it will also not be free to increase then 
during the moratorium, This would work this way. 


Assumo that only two companies soll gas to Natural. 
Assume that supplier A is required to reduce his rates so that 
it reduces Natural's cost of gas by $500,000 per year. Assume 
that Supplier Bb has increased his rates co that it increased 
Natural's cost of gas by $200,000 per year. Then Natural mst 
decrease its own rates by $300,000 per year. 


If there nad been no increase in the rates of supplier 
3, then Natural would reduce its rates by $500,000. 


If the rates of Supplier B had increased $1,000,000, 
Natural's rates would not increase. 


In other words, when the decroase in Supplier A's rates 
occurs, Natural will then sce if its net cost of gas from both 
supplier A and .} has gone up or down, If it nas gone up, Natural'ts 
rates will not increase, If its net cost of gas from both Supe 
plier A and B has gone down, Natural will reduce its rates by that 
amount. 


w@ believe this ia more than fair, Natural will itself 
pay for the net increased costs of gas it suffers. But it will 
pass the net decreases on to its customers, 


However, Mr. wiskup has demanded that whenever Supplier 
A's rates go down $500,000, Natural mist roduce its rates by that 


amount, even shows Sup lise A has increasad his rates $3,000,000. 
Taus, Mr, wiskup 8a v reduce & rates at a 


time when its overall cost of gas has increased. 


<3- 


We believe that his position is clearly unreasonable. 


As 1 said before, the positian Mr. kiskup took on this 
point 4s the only thing now holding up the ccxploticn of the | 
settlement agroeasnt, which will lead to refunds by Natural. 
technical language which expresses Netural's proposal, waich I | 
described above, 1s attached to this letter. If you will approve 
this proposal, Natural will imcdiately submit the entire agrees 
ment, including thst language, to you (or your representative) | 
ané to the FPC staff for final agreement. Since all other parts 
of the agreement have been approved in principle previously, the 
rest of the steps should move along swiftly. 


If you have any questions, please do not hesitate to | 
get in touch with Mr, Brackett or me. I will call you tomorrow! 
afternoon to see if you approve this proposal. 


With best regards, I am 
Very truly yours, 


Mr, James Danaher 
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COUNTERSTATEMENT OF QUESTIONS PRESENTED 


In the opinion of the respondent the questions presented 
are: 


I. Was the Federal Power Commission statutorily em- 
powered to reduce rates to reflect federal income tax re- 
ductions achieved by using liberalized depreciation in 
computing such taxes when it found the reductions result 
in true tax savings, not a mere deferral of tax payments? 

II. Was the timing of such a rate reduction to begin 
with the date of the Commission’s abandonment of “nor- 
malization” a reasonable exercise of the Commission’s 
powers and was the part of the rate reduction that 
reflected the disallowance of any return thereafter on 
“deferred tax” reserves accumulated under previous “nor- 
malization” consistent with a proper reading of the settle- 
ment agreement that had disposed of other issues in this 
proceeding? 


I 


INDEX 


Counterstatement of questions presented 
Counterstatement of the case 
Summary of argument 
Argument 
I. The Commission is empowered to flow- 
through to Natural’s rate payers tax reduc- 
tions that company obtains by using liber- 
alized depreciation for tax purposes 
A. This Court’s 1963 Panhandle Decision, 
reinforcing prior Fifth and Fourth Cir- 
cuit decisions, freed the Commission to 
abandon its policy of “normalizing” 
such reductions 
There is no true deferral of taxes under 


liberalized depreciation, absent any rea- 
sonably foreseeable decline in deprecia- 
ble plant account; hence no factual jus- 
tification for “normalization” 


The Power Commission’s prior policy of 
“normalizing” tax reductions under the 
1954 liberalized depreciation provisions 
of the Revenue Code grew out of a false 
analogy to the 1950 accelerated amorti- 
zation provisions of the Code 


The Commission’s finding that there is 
no prospect of a declining depreciable 
plant account for Natural in the fore- 
seeable future is not questioned 


The Commission adoption of flow- 
through with allowance of no return on 
previous “normalization” accumula- 
tions accomplishes the intent of Con- 


Argument—Continued 


II. The Commission’s implementation of its 
adoption of flow-through in this case is con- 
sistent with the settlement agreement and 
with the treatment accorded other pipe- 
lines 
A. The Commission’s decision to apply the 

flow-through policy with respect to Nat- 
ural’s rates starting as of the date of 
its Alabama-Tennessee decision was rea- 
sonable and consistent with the settle 


The Commission properly concluded that 
the settlement agreement reserved all 
aspects of the liberalized depreciation 


Conclusion 
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Wisconsin v. F.P.C., 373 U.S. 294 


Statutes and Regulations: 


28 U.S.C. 2112(a) 

Administrative Procedure Act, June 11, 1946, 
c. 324, 60 Stat. 237, 5 U.S.C. 1007 (a) (1).. 
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16, 1954, c. 736, 68A Stat. 3, et seqg., as 

amended, 26 U.S.C. 1-8023 22, 32-34 


Section 167 2, 6-9, 11-13, 22, 23, 26, 30, 
32, 38, 42-44, 51 
Section 168 (216 of the Revenue Act of 
1950 (Section 124(a) of 1989) ) 
Section 263 (c) 
Section 613 
National Labor Relations Act, 48 Stat. 926, 29 
U.S.C. 160(e), (f) 
Natural Gas Act, June 21, 1938, c. 556, 52 


Stat. 821-833, as amended, 15 U.S.C. 717- 
1, 6, 7, 12, 30-83, 44 


Section 4(a), 15 U.S.C. 717¢(a) 
Section 4(b), 15 U.S.C. 717¢(b) 
Section 4(e), 15 U.S.C. 717¢(e) 2, 36, 48, 49 
Section 5(a), 15 U.S.C. 717d (a) .--L1, 24, 30, 48 
Section 19(a), 15 U.S.C. 717r(a) 36, 71 
Section 19(b), 15 U.S.C. 717r(b) 1, 36, 37 


Statistics of Electric Utilities in the United 
States (Privately Owned) (1964) 15 
Treatment of Federal Income Taxes as A ffect- 
ed by Accelerated Amortization, 12 FPC 
369 22, 24, 25, 27-29 
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Accounting for Federal Income Taxes, 24 Fed. 
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(1963) 
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100 Cong. Rec. 3429-3430, 3448-3449, 3454, 
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100 Cong. Ree. 3435, 3442, 3452, 3528 33 

100 Cong. Rec. 3482, 3457, 3517-3522, 3527, 
3530-3531, 3561-3563, 9063, 9168, 9267- 
9276, 9289, 9300, 9470, 9481 

100 Cong. Ree. 3455 

Davidson, Accelerated Depreciation and the Al- 
location of Income Taxes, 33 Accounting 
Rev. 173 

The Effect on Public Utility Rate Making of 
Liberalized Tax Depreciation Under Section 
167, 69 Harvard L. Rev. 1096 

Eisner, Depreciation under the New Tax Law, 
33 Harv. Bus. Rev., No. 1 

General Passenger Fare Investigation, 32 CAB 
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and Means, 83rd Cong., 1st Sess. ................-- 

Hearings before the Senate Finance Commit- 
tee on the Revenue Act of 1962, H.R. 10650, 
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H.R. 8300, 88rd Cong., 2d Sess. 00.0... 

National Association of Railroad and Utilities 
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vention (1955) 
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Study Group to the Committee on Interior 
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S. Rep. 1622, 88rd Cong., 2d Sess. .................. 

S. Rep. No. 1635, 88rd Cong., 2d Sess. ............ 

Western Union Annual Report (1965) 
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IN THE 


United States Court of Appeals 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 
Nos. 19604, 19836 


Ciry oF CHICAGO, a Municipal Corporation of the State of 
Illinois, and Public Service Commission of the State 
of Wisconsin, JOINT-PETITIONERS 


NATURAL GAS PIPELINE COMPANY OF AMERICA, 
PETITIONER 


ur. 


FEDERAL POWER COMMISSION, RESPONDENT 


NATURAL GAS PIPELINE COMPANY OF AMERICA, 
INTERVENOR in No. 19604 


On Petitions to Review an Order of the 
Federal Power Commission 


BRIEF FOR THE FEDERAL POWER COMMISSION 


COUNTERSTATEMENT OF THE CASE 


These petitions seek review under Section 19(b) of 
the Natural Gas Act* of the Federal Power Commis- 


1The Natural Gas Act was approved June 21, 1938, 52 Stat. 821- 
838, and was thereafter amended from time to time, 15 U.S.C. 717- 
717w. Section 19(b) was amended 72 Stat. 941, 947, 15 U.S.C. 
717r(b). Pamphlet copies of the Act will be lodged with the Clerk 
for the Court’s convenience. 


(1) 
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sion’s Opinion 456* of March 18, 1965. The Commission 
order, which is largely concerned with the proper treat- 
ment for rate purposes of the “rapid” or “liberalized” 
depreciation provisions of Section 167 of the Internal 
Revenue Code,* decided an issue which had been reserved 
in 1962 when most of the other issues in this increased 
rate proceeding were settled (R. 4342-4348, reported at 
28 FPC 731). 

The Commission found here that the reductions in fed- 
eral income taxes available to Natural through its use of 
liberalized “tax” depreciation of its capital assets as 
permitted by Section 167 result in an actual savings of 
taxes to Natural and not in a deferral of payments as 
Natural has contended. Accordingly, the Commission 
ruled, as it had shortly before in Alabama-Tennessee 
Natural Gas Co., 31 FPC 208 (February 3, 1964),* 
that the pipeline should “flow-through” the benefits 
of liberalized depreciation, ie, that its rates should 
reflect inclusion in its cost of service only of the taxes it 
actually pays and that, as of February 3, 1964, it would 
no longer be allowed to “normalize” its taxes, 7.e., com- 
pute its cost of service tax allowance as if it did not use 
liberalized depreciation in paying federal income taxes. 
As a corollary, the Commission ruled that Natural’s rates 
should also reflect the exclusion from its rate base of 
the reserve it had accumulated from previous collections 
from ratepayers for these unpaid taxes. 

This proceeding arose as a result of Section 4(e) in- 
creased rate filings made by Natural* on August 29, 


2 R, 5118-5130, rehearing denied, Opinion 456-A, R. 5199-5205. 
The orders are reported at 33 FPC 574 and 1277. 


268A Stat. 3, 51, 26 U.S.C. 167, reproduced, App. A, infra, pp. 
57-62. 


4 Affirmed, 359 F. 2d 318 (CAS), petition for certiorari filed 
June 23, 1966, No. 286, O.T. 1966. 


5 The subject rate increases were filed by Natural Gas Pipeline 
Company of America and by Peoples Gulf Coast Natural Gas Pipe- 
line Company. The two companies were combined on September 29, 
1960, and will be referred to herein solely as “Natural.” 
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1960. On March 1, 1961, after the statutory suspension 
period, Natural put these increased rates into effect, 
subject to its obligation to refund any portion of these 
new rates which the Commission might subsequently find 
not to have been “justified.” On June 20, 1961, hearings 
commenced to determine whether Natural’s new rates 
were lawful (RP61-8, R. 1). During these hearings, 
Chicago, principally through its witness Mr. Melwood 
W. Van Scoyoe, presented exhibits (R. 3317-3324) and 
testimony (R. 1260-1305) vigorously contesting the Com- 
mission’s then-current policy of permitting normalization 
of taxes. After cross-examination (R. 2115-2126, 2310- 
2314, 2322-2323) and after Natural and the Public 
Service Commission of Wisconsin had filed their initial 
briefs, but before the hearing examiner could issue his 
decision, Natural entered into a rate settlement with its 
customers (R, 2954-2970, 2972-2974). 

In this agreement, purchasers from Natural agreed 
to accept increased rates of $6,200,000, about half of the 
increase Natural had proposed, while Natural agreed to 
refund amounts that had already been collected above 
the agreed-upon increase. The settlement, however, left 
open two questions for future determination, one of which 
was the issue with respect to liberalized depreciation which 
is at issue here. As part of the settlement, Natural fur- 
ther agreed, subject to its right to judicial review, to 
abide by a Commission refund order, “if any”, with re- 
gard to the reserved issue. On October 25, 1962, the 
Commission approved this settlement (28 FPC 731, R. 
4341-4348) .° 


¢Both Commission approval of this settlement agreement (Na- 
tural Gas Pipeline Co. of America, 28 FPC 731 (Oct. 25, 1962), and 
28 FPC 737) and the settlement agreement itself came after the 
Commission had indicated, in a series of orders issued between 
February 13, 1962, and April 2, 1962, that it was reconsidering 
its approval of normalization and of a 1% percent return on “de- 
ferred tax” reserves. See Idaho Power Company, 27 FPC 349; 
Minnesota Power & Light Company, 27 FPC 354; Southern Cali- 
fornia Edison Company, 27 FPC 360; New England Power Com- 
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After its subsequent decision in Alabama-Tennessee 
(31 FPC 208, February 3, 1964) where the Commission, 
after a full industry-wide study, had announced as its 
general policy flow-through and the exclusion of accumu- 
lated “deferred taxes” from the rate base,’ the City of 
Chicago filed a motion (R. 4779-4781) asking the Com- 
mission to decide the liberalized depreciation issue which 
had previously been reserved. Natural, in its answer (R. 
4787-4799), agreed to accept the Commission’s decision 
in Alabama-Tennessee, if it were judicially affirmed.* 
However, this acceptance was made contingent upon the 
Commission’s not applying the policies of flow-through 
and of exclusion of accumulated deferred taxes from the 
rate base to it until October 1, 1965, and upon the Com- 
mission’s allowing Natural to raise its rates commen- 
surately if it should abandon use of liberalized deprecia- 
tion for tax purposes by that time (R. 4796-4797). Chi- 
cago (R. 4931-4941) and the Wisconsin Public Service 
Commission (R. 4948-4949) urged rejection of Natural’s 
proposal on the ground, inter alia, that refunds should be 
required back to 1961.° 

“In view of the conflict between the parties,” the Com- 
mission ordered parties so desiring “to file briefs on the 


pany, 27 FPC 404; and California Electric Power Company, 27 FPC 
658. The Commission had specifically ordered reexamination of the 
matter in Alabama-Tennessee Natural Gas Co., 27 FPC 1063 (June 
1, 1962). 


7 As to pipelines other than Alabama-Tennessee, the Commis- 
sion’s decision was to be taken as a “proposed decision” (ie., a 
“tentative decision”). See F.P.C. Rules of Practice and Procedure, 
Sec. 1.30(b), 18 C.F.R. 1.30(b), Appendix B, infra, p. 72, 5 U.S.C. 
1007(a)(1), and would not be applied elsewhere without first giving 
affected parties an opportunity to show that that decision was not 
applicable to them. Alabama-Tennessee Natural Gas Co., 31 FPC 
208, 209 (R. 5123). 


* The Fifth Circuit affirmed the Commission on March 25, 1966, 
Alabama-Tennessee Natural Gas Co. V. F.P.C., 359 F. 2d 318, the 
mandate was stayed and petition for certiorari filed June 23, 1966, 
No. 286, O.T. 1966. 


° Chicago estimated the cost of Natural’s proposal would be 
“more than $41 million” (R. 4934). 
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matters presented by the reserved issue of proper rate 
treatment of liberalized depreciation” in accordance with 
the procedure that had been outlined in the settlement 
agreement (R. 4961). In addition to having an oppor- 
tunity to file briefs, Natural requested (R. 4965) oral 
argument before the Commission. This motion was grant- 
ed (R. 4991). 

The Commission, upon consideration of briefs filed on 
the proper disposition of the reserved issue and oral argu- 
ment, concluded that the principles of Alabama-Tennessee 
were applicable to this case." It did so after finding, 
largely on the basis of the hearing record made prior to 
the original rate settlement, that Natural could be ex- 
pected to maintain a growing or stable plant and that 
accordingly liberalized depreciation would result in actual 
tax savings to it (R. 5120-5125). With respect to the 
effective date of the switch from normalization to fiow- 
through the Commission concluded that Natural should be 
put on par with Alabama-Tennessee and ordered flow- 
through and the corollary rate base reduction to be made 
effective as of February 3, 1964, the date of the Ala- 
bama-Tennessee decision (R. 5124). Refunds were thus 
required for the period from that day forward until the 
rates collected were actually reduced.” In its application 
for rehearing, Natural repeated its earlier contentions and 
also claimed for the first time that under the terms of the 
settlement agreement, the part of the ordered rate reduc- 
tion that was based on the deduction of the “deferred 
tax” reserves from the rate base could not be required. 
The City of Chicago, on the other hand, claimed that the 
Commission had violated the settlement agreement by not 
accepting the date which Chicago had advocated for the 
ordering of refunds (R, 5142-5151). In addition, Chicago 


10 Supra, p. 4. Commissioner O’Connor concurred only in 
the result, while adhering to his prior dissent in Alabama-Tennes- 
see (R. 5127). 


11 Commissioner Black dissented with regard to this issue (R. 
5128-5130), agreeing with Chicago that refunds should be required 
from March 1, 1961, the effective date of Natural’s increased rates. 
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agreed with Natural that the settlement agreement did 
not include the rate base question. On rehearing, the 
Commission generally reaffirmed its original order. 

Following these decisions, Chicago filed for review in 
this Court and Natural filed for review in the Third Cir- 
cuit. This Court decided on November 4, 1965, that under 
28 U.S.C. 2112(a) the first review proceeding had been 
instituted in this Court. As a result, the record was 
certified to this Court and Natural’s petition was trans- 
ferred to this Court.” 


SUMMARY OF ARGUMENT 
I 


A. This Court’s 5-4 en banc decision in Panhandle 
Eastern Pipe Line Co. v. F.P.C., 115 AppDC 8, 10-12, 
816 F. 2d 659, 661-663 (March 15, 1963), certiorari de- 
nied, 375 U.S. 881, while upholding the Commission’s 


allowance of a rate of return reduced to 144% on in- 
vestment from reserves for deferred income taxes, held 
that Congress, in enacting the liberalized depreciation 
provisions of $167 of the Internal Revenue Code of 
1954 (68A Stat. 3, 51, 26 U.S.C. § 167, App. A infra, 
p. 57) had not altered fundamental principles of rate 
regulation embodied in the Natural Gas Act. That de- 
cision, confirming the holdings in Hl Paso Natural Gas 
Co. v. F.P.C., 281 F. 2d 567 (CA5, August 2, 1960), 
certiorari denied sub nom. California, et al. v. F.P.C., 366 
U.S. 912; and Cities of Lexington, Kentucky, et al. v. 


12 By its terms, the order under review is not to be made effective 
until 30 days after the date of final decision in Alabama-Tennes- 
see, supra, p. 4, n. 8. Since the order in Natural does not become 
effective until after a “final” decision is reached in Alabama- 
Tennessee, the Commission on December 28, 1965, moved to hold 
this case in abeyance until that time, for fear that, having no 
present impact, an appeal at this time would be premature. This 
motion was denied by Chief Judge Bazelon on May 2, 1966. How- 
ever, since the Alabama-Tennessee decision still is not “final”, this 
case may not yet be ripe for decision. See F.P.C. v. Metropolitan 
Edison Co., 304 U.S. 375, 383-385. 
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F.P.C., 295 F. 2d 109 (CA4, October 2, 1961), freed 
the Commission from its previously-held view that Con- 
gress intended $167 to modify the Gas Act to allow 
natural gas companies to charge rates that would reflect 
the taxes they would have paid without § 167, and to 
retain the difference so that it could be invested in new 
plant (“normalization”—or what Natura] repeatedly as- 
serts was the method chosen by Congress to achieve the 
Congressional purpose of stimulating the national econ- 
omy, Initial Br. pp. 22-26). 

B. Freed of that erroneous view of the Congressional 
intent, the Commission found, in the present case, as it 
had a year before in Alabama-Tennessee Natural 
Gas Co., 31 FPC 208 (subsequently affirmed, 359 F. 2d 
318 (CA5), petition for certiorari filed June 23, 1966, 
No. 286, O.T. 1966), that the use of liberalized depreci- 
ation to compute federal income taxes results in an actual 
tax saving, rather than a deferral of the amount by which 
taxes computed in the normal manner would exceed those 
computed by the use of liberalized depreciation. 

This finding was based on the fact that the above 
normal depreciation on newer assets will always more 
than offset the below-normal depreciation on older assets 
for utilities that are continuing to grow, so that taxes 
will always be lower than under normal (i.e., straight 
line) depreciation. And even if a utility were to reach 
a stable condition in which its new investments for re- 
placements merely maintain its plant account at its 
existing level, the utility’s composite depreciation under 
the liberalized depreciation methods would never fall be- 
low what it would be by the use of straight line depreci- 
ation accounting. Hence its taxes will never be higher 
than under straight line depreciation so long as the utili- 
ty’s plant does not decline. And if, beyond the foresee- 
able future, a natural gas company’s plant should decline, 
the conditions that bring about that decline will probably 
have so reduced its taxable income as to eliminate any 
need for larger depreciation deductions to keep its taxes 
down. 
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From a careful review of data whose sufficiency has 
not been impugned the Commission found that there is 
no foreseeable prospect of a decline in the natural gas 
industry’s level of investment. Hence, absent something 
peculiar about Natural, there is no reason to expect its 
plant account to decline, and therefore its use of liberal- 
ized depreciation must be regarded as producing true 
tax savings. Tax savings, like any other cost saving, 
under established regulatory principles should be flowed 
through to ratepayers. 

C. We show that inconsistent conclusions previously 
reached by the Commission in Amere Gas Utilities Co., et 
al., 15 FPC 781 (1956), resulted from a false analogy 
of the results of the use of liberalized depreciation to ac- 
celerated amortization under $ 168 of the Internal Reve- 
nue Code ($216 of the Revenue Act of 1950, App. A, 
infra, p. 62), which does produce true tax deferrals and 
which the Commission had therefore previously concluded 
was intended by Congress to provide for normalization by 
the Commission in fixing rates. The courts have consist- 
ently rejected the Commission’s resulting reading of the 
legislative history of $ 167 in the El Paso, Panhandle, and 
Cities of Lexington cases already referred to, and, most 
recently, on full review of the entire subject in the Ala- 
bama-Tennessee case, which affirmed the Commission’s 
decision already referred to. We do not rethrash the old 
straw, but do point out the fallacy of the argument that 
Natural suggests, that Congress enacted $167 as an 
alternative to a corporate tax reduction and hence must 
be assumed to have intended to accomplish more than a 
corporate tax reduction would have achieved. For the 
legislative history on which Natural relies shows that the 
alternative tax reduction considered was a tax reduction 
by larger personal exemptions, not a corporate tax reduc- 
tion. 

D. The Commission’s finding that there is no prospect 
of a decline in Natural’s plant account for the foresee- 
able future is not in question here, and was, in any event, 
fully supported. 
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E. It follows that flow-through fully accomplishes the 
purposes of Congress in enacting $ 167 as those purposes 
were spelled out by this Court in Panhandle, supra. 

The premise for “normalization” under $ 167 in the 
assumption that the tax reductions were mere deferrals 
of tax payments having been nullified, the funds result- 
ing from previous normalization can no longer be deemed 
to represent tax expense. Rather, as Judge Wisdom put it 
in Alabama-Tennessee (359 F. 2d at 340-341): 


* * * They have become consumer contributed capital 
without specific purpose. The consumer already suf- 
fers the loss of interest on these funds. This being 
the case, it would be further anomaly for the con- 
sumer to pay the pipelines a return on the capital. 


se & 


The Commission accordingly acted within its ratemaking 
authority in deducting the “deferred tax” reserves from 
the rate base. 
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A. The Commission’s decision to make the switch from 
normalization to flow-through effective as of the date of 
its precedent-reversing Alabama-Tennessee decision, by 
here ordering refunds only of excess rates collected after 
that date, as measured by a cost-of-service using flow- 
through instead of normalization, was reasonable and non- 
discriminatory. Its effect was simply to test the justness 
and reasonableness of Natural’s rates by the normaliza- 
tion treatment of liberalized depreciation taxes so long as 
the rule of decision announced in Amere had not been 
departed from; and from the date of the precedent- 
reversing Alabama-Tennessee decision to test them by 
the flow-through treatment there adopted. It was, fur- 
thermore, consistent with the terms of the settlement 
agreement reserving the issues decided by the Commis- 
sion’s order here under review. 

B. The terms of the settlement agreement, while not 
wholly free from ambiguity, were reasonably interpreted 
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by the Commission as reserving for decision in the pro- 
ceedings here under review both of the two direct effects of 
the switch from normalization to flow-through, if the 
Commission should decide to make the switch. The settle- 
ment defined the issue in part (R. 2960-2961) as 


* * * whether Natural, in computing its cost of serv- 
ice for rate purposes, should compute its federal 
income tax expense allowance by ‘normalizing’ * * * 
or by * * * ‘flow-through’ * * * 


Thus, what was left open was the Federal income tax 
allowance in Natural’s test-year cost of service. That 
allowance would be affected in two ways by a switch 
from normalization to flow-through: (1) only the taxes 
actually paid through use of liberalized depreciation 
would be allowed, not the hypothetical higher taxes that 
would be paid by use of straight line depreciation account- 
ing, as had been allowed under normalization; (2) 
previously accumulated “deferred tax reserves,” no 
longer defensible as such and therefore no longer 
properly includible as part of Natural’s investment 
in the enterprise (i.e., rate base) upon which it is entitled 
to earn a “fair rate of return,” would have to be deduct- 
ed, thus reducing the after-taxes “fair return” to which 
Natural is entitled and hence reducing the associated in- 
come taxes to be allowed for in the “federal income tax 
allowance” to which the settlement refers. 

This reading of the agreement is consistent with the 
effect of its further language defining flow-through to 
mean “as proposed and defined by the City of Chicago in 
these proceedings.” For Chicago had proposed and de- 
fined flow-through only through the testimony of its wit- 
ness, and that testimony explicitly included deduction of 
the previously accumulated “deferred tax” reserves from 
the rate base. 
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ARGUMENT 


The Commission Is Empowered To Flow-Through To 
Natural’s Rate Payers Tax Reductions that The Com- 
pany Obtains By Using Liberalized Depreciation For 
Tax Purposes 


A. This Court’s 1963 Panhandle Decision, Reinforc- 
ing Prior Fifth and Fourth Circuit Decisions. 
Freed the Commission to Abandon Its Policy of 
“Normalizing” Such Reductions 


This case brings up for review the Power Commis- 
sion’s abandonment of “normalization” of federal income 
taxes under the liberalized depreciation provisions of 
the Internal Revenue Code (68A Stat. 3, 51, 26 U.S.C. 
$167, App. A, infra, p. 57)—the possibility that was 
contemplated but not commented on when this Court 
handed down its 5-4 decision in the Panhandle rate case 
three years ago.’ That case was the first to reach the 
courts in which the Commission, faced with the realities 
of the mounting accumulations ** of so-called “tax defer- 
rals” under its 1956 “normalization” policy,’* had begun 
to trim sail** by limiting the rate of return it would 
allow on that part of the invested capital (rate base) to 
1.5%. 

In affirming the Commission, the Court seems to have 
taken particular care not to make the decision depend 


13 Panhandle Eastern. Pipe Line Co. V. F.P.C., 115 AppDC 8, 10, 
316 F. 2d 659, 661 (March 15, 1963), affirming 25 FPC 550, 
certiorari denied, 375 U.S. 881 (October 21, 1963). The decision 
referred to is not to be confused with the other case eo nomine, 113 
AppDC 94, 305 F. 2d 768, decided June 30, 1962, certiorari denied, 
372 U.S. 916, involving the treatment of Panhandle’s hydrocarbon 
extraction operations. 


14 See infra, p. 28, n. 37. 


33 Amere Gas Utilities Co., 15 FPC 760, petition for review dis- 
missed sub. nom. Cities of Lexington, et al. v. F.P.C., (unreported), 
CADC No. 13590, decided June 26, 1957. 


16 In fixing rates under §§ 4 and 5(a) of the Natural Gas Act, see 
pamphlet copy, supra, p. 1, n. 1. 
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in any way upon the view that the funds generated by 
“normalization” are (or are not) tax deferrals, as dis- 
tinguished from true tax savings.? And while it ex- 
pressly refrained from intimating any opinion on the 
lawfulness of completely denying a return on such funds,” 
it rejected arguments like those renewed here, that in 
enacting $167 Congress intended to alter fundamental 
principles of rate regulation embodied in statutes such 
as the Natural Gas Act, particularly “the requirement 
that a public utility must operate on the most economical 
basis consistent with good service and sound finance * * * 
{and] that the rates charged must reflect [only] the 
company’s actual total costs, including its cost of capital. 
** *” (115 AppDC at 12, 316 F. 2d at 663). It declared 
(at 662) that “Nothing in the language or legislative 
history [of $ 167] indicates that Congress considered its 
regulatory consequences” (emphasis supplied). 


“Tt said (115 AppDC at 10, 316 F. 2d at 661): “* * * Liberal- 
ized depreciation under § 167 is thus said to result in tax deferrals 
rather than tax savings. Cf. City of Detroit, Mich. v. Federal 
Power Comm., 97 U.S.App.D.C. 260, 230 F. 2d 810 (1955); El Paso 
Natural Gas Co. v. Federal Power Comm., 281 F. 2d 567, 573 (5th 
Cir. 1960). But see Eisner, Depreciation under the New Tax Law, 
33 Harv.Bus.Rev.No. 1, pp. 66-74.” 

The dissenting opinion depends throughout on the factual 
premise that liberalized depreciation, like accelerated amortization, 
works a deferral of taxes, without considering the composite effect 
in an expanding or stable company of the low depreciation on old 
assets being offset by high depreciation on added and replacement 
assets of recent accession. See, infra, pp. 16-22. 


*SIt said (ibid.): “In their briefs, the Commission and some of 
the State Commissions suggest that the regulatory treatment of tax 
benefits is entirely a matter of discretion and policy within the 
administrative competence of the agencies charged with regulating 
rates, and that consequently the Commission would have power to 
deny the company any return on the funds generated by liberalized 
depreciation and to require the companies to continue to utilize 
such depreciation. But the Commission did not follow that course. 
Instead, it sought to give ‘such effect to the purposes of the tax 
statute as is appropriate within the principles of regulatory law 
expressed in the Natural Gas Act.’ We therefore intimate no 
opinion concerning the validity of the course proposed in the briefs, 
and consider only the Commission’s action under review.” [Em- 
phasis in original.] See infra, p. 43, n. 51. 
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Recognizing that to achieve the stimulus to the 
national economy that Congress sought through the enact- 
ment of § 167 “producers must * * * be willing to invest 
in plant and incur the attendant risks,” the Court held 
that the Commission’s action there under review had not 
disturbed § 167’s acceleration in the speed of the taxfree 
recovery of costs that Congress considered to be of critical 
importance in the decision of management to incur such 
risks. The Court only treated as arguable*’ the sug- 
gestion that the determination of the rate of return on 
any funds generated by liberalized depreciation touched 
“upon the Congressional purpose underlying the tax act,” 
adding (115 AppDC at 11, 316 F. 2d at 663): 


* * * But even under this view, the congressional 
purpose could not be adversely affected unless the 
regulated companies were prevented from re-employ- 
ing recovered funds at a sufficient profit to provide 
incentive to initial investment. 


The Court thus left it open for the Commission to 
consider any alternative to “normalization” that would 
effectuate the principles of regulatory law expressed in 
the Gas Act so long as it would not adversely affect 
the Congressional purpose to accelerate the speed of tax- 
free recovery of costs that the Chief Judge’s opinion had 
elucidated from the legislative history of $167 (115 
AppDC at 12, 316 F. 2d at 663). 

That en banc decision of this Court, on which certiorari 
was denied in October, 1963, (supra, p. 11 n. 13), 
reinforcing the Fifth Circuit’s important El Paso deci- 
sion,” and the Fourth Circuit’s Cities of Lexington de- 


19 Its language (ibid.) was: “The Commission’s decision does not 
disturb this acceleration; it relates only to the rate of return 
allowed a regulated company on the reinvestment of the money 
thus recovered. Although Congress was not directly concerned with 
this rate, it may be argued that to the extent that this rate influ- 
ences the company’s initial decision to invest in plant, it does touch 
upon the congressional purpose underlying the tax act.” 


20 El Paso Natural Gas Co. V. F.P.C., 281 F. 2d 567 (CA5, August 
2, 1960), certiorari denied sub nom. California, et al. v. F.P.C., 366 
U.S. 912 (May 1, 1961). That decision is discussed infra, pp. 28, 31. 
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cision,?: freed the Commission of the erroneous legal view 
it had previously believed compelled “normalization.” 
And in the next case that came before the Commission 
where the record fairly posed the question, Alabama- 
Tennessee Natural Gas Co., 31 FPC 208, the Com- 
mission concluded that the proper treatment in rate cases 
of the tax reductions resulting from the use of liberalized 
depreciation by natural gas pipelines like Alabama-Ten- 
nessee is the so-called “flow-through” procedure rather 
than “normalization.” 

Specifically, it held that the federal income tax com- 
ponent in the cost of service should reflect the higher 
actual depreciation deduction resulting from the use of 
liberalized depreciation rather than the hypothetical] lower 
deduction that would have been applicable if the pipeline 
had used straight-line depreciation. This determination, 
in turn, rested on Commission findings that the use of 
liberalized depreciation for tax purposes has the practical 
effect of giving pipelines like Alabama-Tennessee perman- 
ent tax savings, and that the benefit of these savings will 
accrue to the taxpaying pipeline under flow-through at 
least as clearly as under the normalization procedure 
the Commission had previously authorized, while effectu- 
ating the requirement of the statutory “just and rea- 
sonable rates” standard that savings be reflected in the 
lowering of the rates charged consumers. 

And when the unsettled issues that remained in Natu- 
ral’s present rate case followed in the wake of Alabama- 
Tennessee, on a similar record the Commission concluded 
(R, 5120): 


* * * As with Alabama-Tennessee, we are of the 
opinion that flow-through and lower rates are a more 
effective stimulus to new investment than normaliza- 
tion, and, as in that case, we shall provide for de- 


21 Cities of Lexington, Kentucky, et al. v. F.P.C., 295 F. 2d 109 
(CA4, October 2, 1961). 


22 Issued February 3, 1964, affirmed, 359 F. 2d 318 (CA5), peti- 
tion for certiorari filed June 23, 1966, No. 286, O.T. 1966. 
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duction of the accumulated reserves from the rate 
base, unless Natural submits an appropriate plan 
for flowing some or all of such reserves through to 
its customers. 


While these “flow-through” determinations were new 
for the Federal Power Commission, they by no means 
represented a unique break with established law or 
thought on the subject. On the contrary, as the Court 
of Appeals for the Fourth Circuit pointed out in Cities 
of Lexington, et al. v. F.P.C., 295 F. 2d 109 (1961), in up- 
holding the Commission’s previous view as a proper exer- 
cise of the Commission’s discretion, the rate treatment of 
liberalized depreciation is an area in which both federal 
and state regulatory agencies had reached diverging 
views, with the “box score” then standing at 8-1 for the 
use of normalization at the federal] level ** and 22-18 at 
the state level] (295 F. 2d at p. 112).** Nor is there novel- 
ty in a regulatory agency switching from the normaliza- 
tion to the flow-through side of the question; at least four 
State commission’s have made the same shift in the light 
of more mature consideration of the problem, with judicial 


The I.C.C. follows flow-through. Accounting for Federal In- 
come Taxes, 24 Fed. Reg. 140 (1959), 318 ICC 803, 808 (1963). 
The S.E.C. and C.A.B. still permit normalization, although the 
C.A.B. refuses to allow any return on deferred tax balances. Gen- 
eral Passenger-Fare Investigation, 32 CAB 291, 310, 326-327 
(1960). The Bell Telephone system does not use liberalized depreci- 
ation for tax purposes. However, the F.C.C. requires flow-through 
with regard to Western Union, Western Union Telegraph Co., 25 
FCC 535, 566-567. Western Union Annual Report, 1965, p. 20. Com- 
pare AT&T and Western Union Private Line Cases, 34 FCC 244, 
356-357. It should be noted that the S.E.C. practice is simply to 
require proper accounting and disclosure where normalization is 
otherwise permitted, Securities and Exchange Commission, Ac- 
counting Series, Release No. 85 (February 29, 1960). 


™ Following Cities of Lexington, supra, p. 14, n. 21, Ohio 
switched from normalization to flow-through, Re Cincinnati Gas & 
Electric Co., 35 PUR 3d 392, 394-397, affirmed, 173 Ohio St. 473, 
184 N.E.2d 84, and Idaho adopted normalization Re Idaho Power 
Co., No. 33459, 46 PUR 3d 166, 173-174. 
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approval in the one State in which it was taken to 
court.” 


B. There Is No True Deferral of Taxes Under Liberal- 
ized Depreciation, Absent Any Reasonably Foresee- 
able Decline in Depreciable Plant Account; Hence No 
Factual Justification for “Normalization” 


Whether a utility uses liberalized or straight-line de- 
preciation in computing its federal income taxes, its de- 
duction for depreciation is a composite for all of its de- 
preciable property. Under the straight-line depreciation 
charge of from 3.36¢ to 3.5% of the book cost of de- 
preciable plant that Natural uses for accounting, stock- 
holder reports, and rate purposes, the average service life 
of all items making up that plant is approximately 29 
years. By charging off this amount each year to operating 
expenses Natural recoups all of the investment it makes 
in depreciable plant over the life of that plant (in ad- 
dition to earning a fair return on its net investment until 
it is so recouped). 

Under the liberalized depreciation accounting methods, 
above normal (straight-line) depreciation charges are 
made in the early years of the service life of each unit of 
depreciable plant and below norma] in the later years. If, 
then, as a result of the continuing growth that is charac- 
teristic in the industry," a company has as much or 


25 Colorado: Public Service Co. of Colorado, 12 PUR 3d 158 
(1956) (normalization): Public Service Co. of Colorado, 34 PUR 
3d 186, 201-5 (1960) (flow-through); New Hampshire: Order No. 
6756, 38 NH PUC 18 (normalization) (1956) ; Public Service Co. of 
New Hampshire, 18 PUR 3d 523 (flow-through) (1957); Ohio: 
Ohio Fuel Gas Co., 25 PUR 3d 207, 209-210 (1958) (normaliza- 
tion): Cincinnati Gas and Electric Co., 35 PUR 3d 392 (1960) 
(flow-through), affirmed, Cincinnati Gas and Electric Co. v. Public 
Utilities Commission, 173 Ohio St. 473, 184 N.E. 2d 84; West Vir- 
ginia: Appalachian Electric Power Co., Case No. 4289, Forty- 
Second Annual Report of Public Service Commission of West Vir- 
ginia, 332 (1955) (normalization) ; Hope Natural Gas Co., 23 PUR 
3d 394, 400 (1958) (flow-through). 


26 See App. D, infra, p. 74. 
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more new plant than old, the amount by which deprecia- 
tion on old plant is below normal will be at least offset by 
the amount by which depreciation on new plant is above 
normal, and its composite depreciation on the total will 
be more, or at least as much, under liberalized deprecia- 
tion as under straight-line. Deduction of this composite 
depreciation from gross income will always mean lower 
taxable income and hence a lower income tax, or at least 
as low, as under straight-line depreciation. This was well 
explained by Judge Wisdom for the Fifth Circuit in its 
recent decision affirming Alabama-Tennessee (supra, p. 
4, 359 F. 2d at p. 336): 


* * * For any given tax year, a utility’s depreciable 
properties include assets of various ages. Consequent- 
ly, so the Commission found “below normal” depreci- 
ation on older assets is counter-balanced by “above 
normal” depreciation on new assets as long as the 
company continues the use of liberalized depreciation 
and continues to make at least some capital ad- 


ditions. Under these conditions, liberalized tax de 
preciation will always exceed straight-line tax de- 
preciation and the accumulations established under 
the normalized rate and deferred tax accounting 
will continue to increase until the dollar value of 
gross plant stabilizes. Even if the composite plant of 
a company remains stable, where the dollar value of 
retirements equals the cost of replacements, annual 
liberalized depreciation will not be lower than 
straight-line depreciation and the reserve established 
under normalization will not decline. 

A regulated utility, therefore, will never be re- 
quired to pay higher income taxes because of its 
election to claim liberalized depreciation unless its 
gross plant declines in dollar value as a result of 
lower demand or lower plant construction cost. Nor- 
malization during a period of growth or stability 
would force the ratepayers to provide funds for a 
hypothetical tax liability that might never become 
payable or, at the very least, to provide funds many 
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years in advance of the time they are needed. * * * 
{Emphasis in original; footnote omitted.] 


It is generally recognized that so long as a company 
maintains a steady pattern of growth its total deprecia- 
tion deductions under any liberalized depreciation method 
will be greater than the total straight-line amount. But 
as the Fifth Circuit noted in the portion of its opinion 
quoted above, it is also true that where a company’s 
growth pattern ceases, it may continue to operate on a 
stable level, and its depreciation deductions, using one of 
the liberalized methods, will never be less than under 
straight-line. For such companies, the Committee on 
Accounts and Statistics of the National Association of 
Railroad and Utilities Commissioners has summarized 
the mathematics of the matter as follows (Report of 67th 
Annual Convention, 1955, pp. 439-440) : 


Although it can be shown for a single unit of prop- 
erty that the higher annual charges for liberalized 
depreciation in the early years of life will be follow- 
ed by reduced charges in later years, a different pic- 
ture is presented when the procedure is applied to 
property comprised of a large number of units as 
is characteristic of utility plant. Under these con- 
ditions, liberalized depreciation will continually re- 
sult in annual charges higher than the usual straight- 
line method if the plant continues to grow; and even 
if the plant should become static after having at- 
tained a stabilized age distribution, the annual] lib- 
eralized depreciation charges would not be less than 
those under the straight-line method. 


Mathematical demonstration of these conclusions is 
contained in the NARUC Committee Report; See also, 
Eisner, Depreciation Under the New Tax Law, 33 Harv. 
Bus. Rev., No. 1, pp. 66-74; Davidson, Accelerated De- 
preciation and the Allocation of Income Taxes, 38 Ac- 
counting Rev. 173; and two arithmetic charts presented 
by the Secretary of the Treasury to the Senate Finance 
Committee in connection with the Revenue Act of 1962 
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(Hearings on H.R. 10650, 87th Cong., 2d Sess., Part 1, p. 
384) .77 

The same facts were extensively illustrated in this pro- 
ceeding by the testimony and exhibits of the intervenor’s 
witness Van Scoyoe,** to which the Commission referred 
(R. 1260-1305, 2115-2124, 2310-2313, 2322-2323, 3318- 
3324). A table in his Exhibit 19 (R. 3319) illustrates 
the difference between the total depreciation deductions 
taken for tax purposes using the liberalized method and 
the total deductions under the straight-line method for 
each year. For that exhibit the witness assumed a utility 
enjoying a growth over a period of thirty years followed 
by a period of stability, with a unit of depreciable prop- 
erty costing $100,000 and having a service life of 30 
years being installed on January 1, of each year from 
1954 to 1988; that the net salvage value of each unit was 
$12,991; that the federal income tax rate remained at a 
constant 529 rate; and that for tax purposes the com- 
pany used the declining balance method ** with the in- 


27 These materials were all cited in the Commission’s opinion in 
Alabama-Tennessee, supra, p. 4, 31 FPC at 216-217: they were 
referred to by the Fifth Circuit in its affrmance of the Commis- 
sion, supra, p. 4, n. 8, 359 F. 2d at 336, n. 35. 


28In view of some of Natural’s implied disparagements of Chi- 
cago’s witness Van Scoyoc (Initial Br. 30, Supp. Br. 15), we recite 
his qualifications as shown by the record. He has spent most of his 
life in public utility work since his graduation from college. He 
has an engineering and accounting gackground. He has served as 
an assistant engineer, as statistical engineer and as trial examiner 
with the Public Service Commission of Oregon; he was assistant 
valuation engineer with the Portland Electric Power Company and 
he was assistant chief and chief of the division of original cost 
of the Federal Power Commission, as well as assistant chief of 
the Bureau of Accounts, Finance and Rates. In addition he has 
engaged in consulting work, “chiefly in connection with rate 
proceedings” to various governmental agencies, regulatory commis- 
sions, municipalities, utilities, industrial customers and trade 
organizations. R. 1260-1264. 


22 Natural uses the sum-of-the-years digits method of deprecia- 
tion for tax purposes (R. 1267-8). Under this method a declining 
rate of depreciation is applied to a gross plant balance, rather than 
applying a fixed rate to a declining plant value. The results of both 
methods are similar. 
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itial rate equal to twice the rate under the straight- 
line method (R. 3318). As can be seen from Columns 
2, 3, and 4 of the table, deductions under the liberalized 
method exceed those under the straight-line method from 
1954 through 1983. After the utility has completed a full 
30-year life cycle of the first $100,000 unit of plant it 
remains stable (additions to plant equal retirements) ; 
and the depreciation deductions under both methods equal- 
ize. 

Whatever uncertainty there may once have been about 
the future of the natural gas industry due to lack of 
knowledge of the ability to continue to bring in new re- 
serves of gas, there is today no prospect in the reasonably 
foreseeable future for a decline in the level of investment 
in that industry. As the Commission found in Alabama- 
Tennessee, supra, p. 4, 31 FPC at 217-218: 


Almost all responsible forecasts reflect the wide 
spread belief that the gas pipeline industry will con- 
tinue to expand at least until 1980.'*) A recent re- 
port by the National Fuels and Energy Study Group 
to the Senate Committee on Interior and Insular 
Affairs, rendered on September 7, 1962, comprehen- 
sively surveyed and assessed all available informa- 
tion on energy in the United States. The study group 
concluded (at p. 37 of the Report) that the use of gas 
in 1980 will be somewhat less than double the 1960 
usage and observed that the majority of the pertinent 
estimates clustered in the range between 20 and 23 
trillion cubic feet. Moreover, three of the eleven fore- 
casts projected future usage to the year 2000 and re- 
spectively estimated consumption at 15, 36 and 56 
trillion cubic feet. Apart from the fact that two of 
these estimates envision continued growth for 40 
years, the lowest estimate is still substantially above 
the 13.3 trillion cubic feet used in 1960. We are not 
aware of any forecast that the demand will decline 
below present market levels even by the end of this 
century. Although these estimates relate to gas 


°° For its expansion 1954-1964, see App. D, infra, p. 74. 
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consumption rather than to the capacity of gas pipe- 
line plant, it is fair to infer that an approximate 
doubling of sales will generate a roughly proportional 
increase in plant investment. Thus, the level of 
plant investment in 1980 should be much higher than 
it is today. Confirmation of this conclusion may be 
found in a recent estimate by the Bureau of 
Statistics of the American Gas Association which 
predicts that the investment in gas pipeline facilities 
will increase from 24.7 billion dollars in 1962 to 42.4 
billion dollars in 1972. 

In view of the foregoing, we believe that it is 
reasonable to conclude that the pattern of growth 
in demand and plant capacity * * * in the gas pipe- 
line industry generally will continue for the reason- 
ably foreseeable future. 


And it may parenthetically be suggested that if the 
typical natural gas pipeline company ever reaches the 
stage where its plant account is declining, the conditions 
that will have produced that condition will probably have 


so reduced its taxable income that it will not need larger 
depreciation deductions to reduce its income taxes. For 
such a company the forces that will have brought on the 
assumed day of reckoning will have mooted the whole 
question of need for normalization. 

Unless, therefore, for some reason peculiar to Natural, 
its plant account could be expected to decline, its use of 
liberalized depreciation produces true tax savings and 
there is no factual justification for regarding the tax re- 
ductions as taxes deferred for payment at some future 
date when its composite depreciation would be below 
normal, raising its income taxes. As we show infra, pp. 
35-89, the Commission’s finding that there is no prospect 
of a declining depreciable plant account for Natural in 
the foreseeable future is not questioned. There is there- 
fore no factual basis for treating Natural’s present tax 
reductions through liberalized depreciation as anything 
other than true tax savings. But before discussing the 
Commission’s findings as to Natural’s future prospects 
we shall explain the origin of “normalization” in the 


92 
oa 


treatment of acceleration under $168 of the Internal 
Revenue Code which preceded §$ 167 by four years. 


C. The Power Commission’s Prior Policy of “Normaliz- 
ing” Tax Reductions Under the 1954 Liberalized De- 
preciation Provisions of the Revenue Code Grew Out 
of a False Analogy to the 1950 Accelerated Amortiza- 
tion Provisions of the Code 


1. The liberalized depreciation provisions of § 167 first 
appeared in the Internal Revenue Code of 1954 (68A 
Stat. 3, 51, 26 U.S.C. $167). They followed four years 
after the accelerated amortization provisions of $ 168 
which first appeared as § 216 of the Revenue Act of 1950 
($ 124A of the 1939 Code).* 

The Commission described the accelerated amortization 
provisions in 1953 (Treatment of Federal Income Taxes 
as Affected by Accelerated Amortization, 12 FPC 369, 
370-371, issued December 4, 1953) as follows: 


Under the accelerated amortization provision of 
section 124A, any taxpayer who has received a cer- 
tificate of necessity issued by the proper defense 
agency for the construction of an emergency facility 
may elect to take a deduction from gross income over 
a period of 60 months for the amortization of a spe- 
cified percentage of the cost of such emergency fa- 
cilities in lieu of equal annual deductions for ex- 
haustion, wear and tear, and obsolescence during the 
estimated life of the facilities. Congress sought by 
this accelerated amortization provision to encourage 
the construction with private capital of those facilities 
which were deemed of sufficient value to the national 
defense to warrant the issuance of a certificate of 
necessity. 

Thus, the recipient of a certificate of necessity 
obtains substantial deductions against net income for 
income tax purposes during each of the first 5 years, 
and much smaller deductions therefrom during the 


21 The two sections are reproduced as Appendix A, infra, pp. 57- 
Ths 
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remainder of the normal amortization period. If the 
income tax rates remained the same during the en- 
tire life of the facilities, the same amount of taxes 
ultimately would be paid under either accelerated 
or normal amortization. By the enactment of this 
law Congress did not forgive the payment of any 
income taxes; it merely allowed payment of some 
of them to be deferred. * * * 


It is of course true that there is a partial resemblance 
of this accelerated amortization to the later-authorized 
liberalized depreciation in that all or most of the cost of 
a particular asset is charged to operating expense in the 
first years of its life (five years in the case of accelerated 
amortization, 12-17 ** in the case of liberalized deprecia- 
tion). But the distinguishing feature of accelerated 
amortization is that it applied only to the particular na- 
tional defense unit of facilities covered by a certificate 
and, therefore, where it was invoked by a regulated utili- 
ty or a natural gas company, certificated units were not 
added over a sufficient number of years for the high 
amortization on a new plant to be substantially offset by 
older fully amortized plants.** There was, therefore, un- 
der the accelerated amortization provisions nothing to 
produce the effect, already discussed with respect to the 
later-enacted liberalized depreciation provisions, of a 


22 The point at which the depreciation rate falls below straight 
line is twelve years under the declining balance method, 17 under 
the sum of the years digits method, both of which are specifically 
permitted by Section 167 of the Internal Revenue Code, App. A, 
infra, p. 57, on a 30 year life basis. 


33 There have been no § 168 certificates since 1959, and the major 
investment in certified facilities was made in 1951 and 1952. See 
testimony of Secretary of the Treasury Dillon, before the Senate 
Finance Committee, on the Revenue Act of 1962, H.R. 10650, 87th 
Cong., 2d Sess., Part 1, p. 395. As of the end of 1961 all reporting 
Class A and B gas pipeline companies had total deferred tax 
amounts of $80,800,000 resulting from accelerated amortization, 
F.P.C., Statistics of Natural Gas Companies, 1961, VIII-IX. By the 
end of 1964 the amount had been reduced to $70,005,000. F.P.C., 
Statistics of Natural Gas Companies 1964, XII. Petitioner Natural 
has no accumulation in this account. 
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utility’s depreciable plant account being comprised of 
successive vintages of assets with zero or low rates of 
amortization (depreciation) for older vintages of assets 
offsetting the high rates for newer vintages. This ex- 
plains the complete absence in the 1953 dissenting Com- 
missioner’s opinion, as well as in the majority opinion, 
of any reference whatever to any such offset. 

As a deferral of taxes, not a reduction (or “forgive 
ness”), the Commission viewed, and still views, the ac- 
celerated amortization provision as constituting in effect a 
grant by the Government “of an interest free loan” to the 
certificate holder (a loan, obviously, calling for pay-back 
of the reductions), and concluded that to reduce rates 
during the five year period so as to reflect the tax re 
duction “‘would be inconsistent with the effort of Congress 
to aid our national defense.” 12 FPC at 371. 

The Commission was concerned to freeze the tax re- 
ductions in a special reserve so that they could not be 
passed out as dividends (12 FPC at 373): 


* * * We will use all safeguards at our comand to 
insure that the rate-payer is protected from bearing 
any burden greater than normal depreciation after 
the period of accelerated amortization has expired. 
** * [I]t is clear to us that Congress * * * did not 
intend to provide a temporary fund to these com- 
panies which could be diverted to the payment of 
dividends to their shareholders. Since the possession 
of necessity certificates is essentially a deferment of 
tax liability, the accruals for taxes in excess of those 
actually paid should logically be treated, not as free 


*“ Although the Commission did not say so, it is apparent that 
the delay that would necessarily be involved in initiating and com- 
pleting §5(a) rate proceedings that would have to run their time 
consuming course before the Commission could by order reflect such 
tax reductions in reduced rates might in itself constitute a sufficient 
practical reason for not trying to give the benefit to ratepayers 
during the first five years, and concentrating on seeing to it that 
they got the benefit of the initial reduction by being protected 
against bearing the burden of ensuing tax increases during the 
remaining life of the asset in question. 
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and unrestricted income, but earmarked to provide 
for the future meeting of such liability. 

Consequently, we will take all steps necessary to in- 
sure that provision is made for meeting the deferred 
tax liability and the temporary savings produced by 
the deferral of taxes are not used, directly or in- 
directly, for the payment of dividends, but are used 
for the purpose intended; namely, to aid in the con- 
struction of the facilities described in the certificate 
which were deemed by our Government to be neces- 
sary to the national defense. 


It was in these circumstances, where it was dealing 
with the tax effect of the fast write-off of particular, 
specially certificated units of property and was taking 
steps to assure that the early tax reduction would be put 
into a reserve fund and applied to defray the tax increase 
that would follow, beginning in the sixth year, that the 
Commission first said (12 FPC at 372) that the rate 
payers “will pay the same rates, no more, no less” than 
they would without the accelerated amortization permitted 
by § 168. 

Although the Commission might not be able to make 
rate reductions catch up with the five year accelerated 
amortization tax reductions, one company brought the 
question before the Commission by claiming normalization 
in its justification for a proposed rate increase. On 
August 30, 1951, Panhandle Eastern Pipe Line Co. filed 
a $21,400,000 rate increase, and in the studies it sub- 
mitted to justify the new rate it claimed an excess for 
income taxes during the test year 1952 (used at the hear- 
ing held in 1953) over the tax actually paid, to “normal- 
ize” reductions secured by using accelerated amortization 
on $10,563,609 of net qualified facilities for which it had 
obtained certificates under Section 124A. When that in- 
crease came before the Commission for decision in 1954, 
the Commission adhered to the policy it had announced 
four months before in the rule-making proceeding. Pan- 
handle Eastern Pipe Line Co., et al., 13 FPC 58, 81-84. 
That is to say, it allowed as tax expense the taxes that 
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would have been paid under straight-line depreciation, 
and it required that Panhandle charge to a special “Ac- 
count 507-1, Provision for Deferred Federal Income 
Taxes” the tax savings temporarily realized and use them 
exclusively to pay subsequent taxes in excess of those that 
would have been paid under straight-line depreciation. 
Ibid. 

This part of the Commission’s order was sustained on 
review by this Court. City of Detroit, Michigan v. F.P.C., 
97 AppDC 260, 271-272, 230 F. 2d 810, 821-822, certi- 
orari denied, 352 U.S. 829, rehearing denied, 352 U.S. 
919. The Court said (ibid.): 


Since * * * Congress intended by section 124A 
only to defer tax liability, and not to provide a fund 
which could be diverted by Panhandle to the pay- 
ment of dividends, the Commission further states, 
“the accruals for taxes in excess of those actually 
paid should logically be treated by Panhandle, not as 
free and unrestricted income, but earmarked to pro- 
vide for the future meeting of such liability.” After 
the facilities have been fully depreciated under the 
accelerated amortization plan, income taxes will 
normally be greater, since no further deductions for 
depreciation will be possible. By setting up a special 
reserve for the tax saving of the first five years, the 
Commission insures that this amount will go to meet 
the increased taxes after that period, rather than 
being paid out in dividends. * * * 


* * * * 


* * * Furthermore, the solution of the Commission 
does not result in higher rates to the consumer. It 
simply does not operate to reduce them. It aids Pan- 
handle but neither aids nor harms petitioners. We 
think this is the result sought by Congress. [55] 


2. The enactment of the liberalized depreciation pro- 
visions of $167 in August, 1954, four months after the 


35 Compare Application of Montana-Dakota Utilities Ca., 102 
N.W.2d 329, 339-340 (N.D.). See also The Effect on Public Utility 
Rate Making of Liberalized Tax Depreciation under Section 167, 
69 Harvard L.Rev. 1096. 
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Commission’s Panhandle decision, was followed in No- 
vember of that year by a petition of nine natural gas 
companies of the Columbia System for a declaratory or- 
der, seeking similar Commission treatment with respect 
to the use of liberalized depreciation. Amere Gas Utilities 
Co., et al., 15 FPC 781, issued June 30, 1956, affirming 
Examiner’s decision, 15 FPC 760. 

There the Commission, analogizing the new problem un- 
der liberalized depreciation with the one previously dealt 
with under accelerated amortization, affirmed the Ex- 
aminer’s decision granting the requested treatment * 
(15 FPC at pp. 781-782) : 


* * * We can find no legal difference between the 
problem now before us and that which was presented 
to us by section 124A (now section 168) of the In- 
ternal Revenue Code, pertaining to 5-year amortiza- 
tion of defense facilities pursuant to a certificate 
issued by a defense agency of the United States. 
Therefore, what was said in our opinion [referring 
to its 1953 opinion in Treatment of Federal Income 
Taxes as Affected by Accelerated Amortization, 12 
FPC 369] and in our opinion No. 269 in Panhandle 
Eastern Pipe Line Co., docket No. G-1116, et al., 
[18 FPC 53] and what was said by the United 
State Circuit Court of Appeals for the District of 
Columbia Circuit in City of Detroit v. Federal Power 
Commission, on December 15, 1955 (230 F. 2d 810), 
in which the Commission’s treatment of accelerated 
depreciation in the Panhandle case was fully ap- 
proved, is completely controlling in this matter. 


It is important to note that the Commission did not 
say that liberalized depreciation was factually analogous 


36 On applications for rehearing the Commission indicated that 
uniform accounting provisions would be prescribed for al] natural 
gas companies, and the treatment of rates contemplated by the 
declaratory order would be accomplished in appropriate rate pro- 
ceedings. Amere Gas Utilities, et al., 16 FPC 880. For the account- 
ing orders subsequently entered see Amendment of Uniform System 
of Accounts Prescribed for Natural Gas Companies Respecting 
Treatment of Deferred Taxes on Income, 19 FPC 826, 
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to accelerated amortization, but that it could “find no 
legal difference * * *” (emphasis supplied). The im- 
portance of this “legal” basis of the Commission’s 
analogy is that in subsequent court decisions that legal 
basis has consistently been held erroneous by reviewing 
courts. Panhandle, supra, pp. 11-13; El Paso Natural 
Gas Co. v. F.P.C., supra, p. 18, n. 20, 281 F. 2d at 
572; Cities of Lexington, Kentucky, et al. v. F.P.C., 295 
F. 2d 109, 117 (CA4); Alabama-Tennessee, supra, p. 4, 
n:.8: 

When the Commission, in the language quoted above, 
recognized “that there will be a balance in the reserve 
account at all times in the foreseeable future” (i.e., that 
the tax savings would not be required to defray future 
excesses over normal payments), and said that this 
“proves that there is a continuing tax deferral so long 
as additional facilities are being installed” and added, 
“This is precisely what Congress intended,” it was de- 
claring that although the initial tax reductions are, 
factually, deferrals for the foreseeable future and even 
though they continue to grow indefinitely * this was what 
Congress intended. The Commission thus abandoned the 
premise of the position it had originally taken with re 
spect to accelerated amortization when it said (supra, pp. 
22-25) that Congress had “not forgive[n] the payment of 
any income taxes; it merely allowed payment of some of 
them to be deferred;” and when it referred to an in- 
terest free “loan” by the Government (12 FPC at 371) 
and asserted that rate payers “will pay the same rates, 


37 The magnitude of this problem of continuous tax deferrals 
was highlighted in Alabama-Tennessee (31 FPC at 209): “In the 
nine years that liberalized depreciation deductions have been avail- 
able, the natural gas pipelines and electric utilities have, respec- 
tively, accumulated $286,320,000 and $540,690,000 of deferred tax 
funds.” 

The most recent figures are $331,833,000 and $711,424,000 re- 
spectively: F.P.C., Statistics of Natural Gas Companies, 1964, XV, 
1962, IX (combined figures for sections 167 and 168 before 1960) ; 
Statistics of Electric Utilities in the United States, 1964, XV, XXI 
(Privately Owned). Since 1954 these figures have registered in- 
creases every year. 
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* * * [t]heir position is the same with accelerated amorti- 
zation as it is without it” (12 FPC at 372). 

In short, the Commission in Amere switched premises 
by the Humpty-Dumpty process of saying that “deferral” 
of tax payments means what the Commission in Amere 
chose to say it means, i.e., indefinite postponement of the 
pay-back to the Government. Such an indefinite post- 
ponement of any obligation to pay back the initial tax 
reduction is, of course, what would normally be regarded 
as a “saving” in taxes. 

This shift in premises is even clearer in the Examiner’s 
decision with which the Commission expressly “agreed” 
(15 FPC at 781) and which it “affirmed” (15 FPC at 
782). For the Examiner describes the factual effect of 
the use of liberalized depreciation as a “tax saving” (id. 
at 773), and then says that Congress intended the utility 
to have the benefit of the tax reduction and (id. at 776) 
deemed it a deferral because it would “stimulate pro- 
duction and the national income and hence lead to indirect 
gains in revenue more or less offsetting such [permanent 
and temporary] losses.” That is to say the Examiner 
shifted from “deferral” from the point of view of the 
taxpayer, which had been the basis of the Commission’s 
treatment of accelerated amortization, to “deferral” from 
the point of view of the Government. which is interested 
in the total taxes collected as affected by tax reductions 
that were expected to raise the national economy to such 
an extent that the Government would collect as much at 
the reduced rate. For the Examiner said (15 FPC at 
773): 


Consideration of the foregoing leads inevitably to 
the conclusion that assuming the continuation of the 
present statutory provisions, and assuming the con- 
tinuation of at least some growth in petitioners’ 
plant (that unless an assumption is made no purpose 
will have been served by petitioners’ proposal), the 
aggregate annual depreciation under one of the lib- 
eralized depreciation methods will always be greater 
than under the straight-line methods, and under 
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the former the accumulated depreciation will always 
be greater than under the latter. Under such cir- 
cumstances there would never be a reduction in the 
overall income tax reserve but rather the freezing of 
income tax payments at amounts less than would 
otherwise be required. The result is, it is believed, 
properly characterized a “tax saving.” 


Then, after painstakingly pointing out (ibid.) that 
Congress could amend the statutory criteria of “just and 
reasonable” rates,** the Examiner reviews the legislative 
history of $167, including the Committee Report state- 
ment quoted above about indirect gains through growth 
in the national economy offsetting the direct losses from 
the reduced rate of tax collections, and concludes that by 
$167 Congress had done just that (15 FPC at 776): 


It seems entirely clear from the foregoing that the 
Congress considered the application of the liberalized 
method of depreciation as a deferral of income taxes 
rather than a tax reduction, and it was contemplated 


that the Government would collect in the future as 
much or more income taxes because of the alterna- 
tive provided. It must be assumed that the fact that 
on a composite basis, as compared with the treat- 
ment of separate units, with a growing plant income 
tax payments would always be less under liberalized 
methods than under the straight-line method was 
known to Congress. 


8. But the Examiner’s and the Commission’s view that 
Congress intended to alter the Gas Act’s criteria of “just 
and reasonable” rates has four times been over-ruled by 
the Fifth Circuit, Fourth Cireuit, and this Court, and the 
claimed analogy must be deemed false while those deci- 
sions stand. 

For the Fifth Circuit in El Paso, supra, p. 18, n. 20, 
posed the same question the Examiner had grappled with 
(281 F. 2d at 571), i.e., 


* See Sections 4(a), 4(b), and 5(a), pamphlet copy. 
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* * * What effect must the Commision give to the 
tax incentives provided by Congress * * * to tax- 
payers generally, as relates to the rapid depreciation 
item in arriving at a just and reasonable rate? 


Judge Tuttle, for the court, answered the question by 
saying that the availability of the tax benefits to regulated 
companies (281 F. 2d at 571, 578). 


* * * does not mean that these tax benefits are to 
be translated into additional profits for the regulated 
company over and above a reasonable return on its 
investment. * * * 


* * * * 


***  TJhere is no statutory authority for the Com- 
mission to treat actual savings in taxes to which 
natural gas companies are entitled any differently 
than savings in any other cost of service. * * * 


The Fourth Cireuit reached the same conclusion in 
Cities of Lexington, Kentucky, et al. v. F.P.C., 295 F. 2d 


109. In an opinion by Judge Soper, with whom Chief 
Judge Sobeloff and Circuit Judge Haynsworth were 
sitting, that Court said (295 F. 2d at 116-117): 


We find nothing in the Natural Gas Act which 
requires the Commission to ignore the usual prin- 
ciples of cost acounting and set up a fictitious and 
unreal tax expense on the part of the utility in or- 
der to give it the entire benefit of the tax saving 
statutes and none to the consuming public. The very 
spirit and purpose of the regulatory provisions of 
the Natural Gas Act point the other way. F. P. C. v. 
Hope Natural Gas Co., 320 U.S. 610, 612, 64 S.Ct. 
281. 

In reaching this conclusion we are in accord with 
the decision of Judge Tuttle writing for the Fifth 
Circuit in El Paso Natural Gas Co. v. Federal Power 
Commission, 281 F. 2d 567, 571, 572, 573 * * *. 


And, as stated at the outset, this Court’s position was 
no less explicit in Panhandle, supra, pp. 11-13 (115 App 
DC at p. 11, 316 F. 2d at p. 662): 
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* * * Nothing in the language or legislative history 
indicates that Congress considered its regulatory con- 
sequences. Thus, to infer that the statute materially 
altered fundamental principles of rate regulation 
* * * it must clearly appear that Congress intended 
to benefit producers to the exclusion of consumers. 
It does not so appear * * *.(9) 


And finally the Fifth Circuit, in its recent Alabama- 
Tennessee decision, supra, p. 4, n. 8, after a full and 
balanced review of all of the arguments (359 F. 2d at 
335), concludes: 


* * * Tt is unlikely to suppose that Congress amend- 
ed the Natural Gas Act by a reference in the Inter- 
nal Revenue Code; it is unreasonable to read Section 
167 as a mandate reducing the Commission’s re- 
sponsibility to fix fair rates according to its usual 
ratemaking policies in favor of the consumer. * * * 


In these four decisions the arguments that can be made 
from the language and legislative history of § 167 in re- 
lation to the Gas Act have received extraordinarily care- 
ful and objective consideration and reconsideration by 17 
judges sitting on United States Courts of Appeals. It 
would be a work of supererogation to thrash all of that 
old straw, but one aspect of Natural’s argument may 
warrant examination. 

In its effort to find support for its position, Natural 
attempts to create a Keynesian dichotomy that puts 
stimulating consumption, general tax cuts, rate reduction, 
and flow-through on one side and stimulating investment, 
increased “cash flow”, liberalized depreciation, and nor- 
malization on the other. The difficulty with this dichotomy, 
apart from its artificiality, is that it assumes its basic 
premise. While agreeing that in providing for liberalized 


*° This finding, for liberalized depreciation, merely parallels the 
same conclusion this Court had reached with respect to the similar 
treatment of the statutory depletion and intangible well drilling 
benefits of $§ 613 and 263(c) of the Internal Revenue Code of 1954 
in Panhandle Eastern Pipe Line Co. v. F.P.C., 1138 AppDC 94, 
98, 305 F. 2d 763, 767. 
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depreciation, Congress hoped to stimulate investment,‘ 
the courts have consistently recognized that this does not 
mean that Congress meant to amend the Natural Gas 
Act to require normalization and therefore to depart from 
normal regulatory standards. 

Natural itself in various portions of its brief seems 
to recognize the difficulty of presuming that because Con- 
gress liberalized the amounts of permissible depreciation 
deductions it therefore follows that it prescribed flow- 
through. To bridge this gap Natural implies that there 
was a more narrow legislative choice. If we understand 
its briefs correctly, they imply that Congress was con- 
sidering a corporate tax reduction, but rejected it in favor 
of liberalized depreciation. From this, Natural would 
conclude that Congress did so specifically to provide com- 
panies like itself with greater funds for investment pur- 
poses, Although Natural never explains why one “meth- 
od” of tax reduction would achieve this desired result 
any better than another, it should be pointed out that 


Congress never even considered a corporate tax cut as 
a viable alternative to liberalized depreciation. 
Liberalized depreciation was enacted, as we have noted, 
as part of the Revenue Act of 1954 (supra, pp. 22-26). 
The main two tax reducing features of the bill were liber- 


40 What this Court recognized in Panhandle but is often over- 
looked in delving into the “purpose” of Section 167 is that it is a 
tax statute providing for means of measuring depreciation for tar 
purposes. This is presumably the chief “intent” of the statute: 
that is, taking the statute at its face value, its main purpose would 
seem to have been to provide what Congress deemed to have been 
a fairer and more “realistic” means of measuring the rate of the 
wearing out of physical assets for tax purposes. Compare, City of 
Pittsburgh v. Pennsylvania P.U.C., 182 Pa. Super. 551, 571-574, 128 
A. 2d 372, 380-383. And see Bonbright, Principles of Public Utility 
Rates, 218, fn. 34. In doing this, Congress hoped to stimulate invest- 
ment, but there is nothing to indicate that Congress intended to 
enact an investment subsidy at the expense of “sound accounting 
{or regulatory] principles.” E.g., H.Rep. No. 1337, supra, at 22-23; 
S. Rep. No. 1635, supra, at 26, 100 Cong. Rec. 3435, 3442, 3452, 
3528, and see Hearings before the House Committee on Ways and 
Means, 83rd Cong., 1st Sess., Part 2, pp. 745-758. 
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alized depreciation and a dividends credit. H.R. 8300, 
83rd Cong., 2d Sess., Secs. 34, 116. In what was largely a 
partisan battle, the Democrats suggested replacing these 
two measures with larger personal exemptions; the Re- 
publicans resisted such further tax reductions on the 
grounds they would be too costly."* And while petitioner 
may be correct that there were partisan differences over 
whether the propesed liberalized depreciation or reductions 
in personal exemptions would be more effective in stimu- 
lating the economy (assuming this was the prime Congres- 
sional concern), there is nothing to show any Congression- 
al intent to direct the use of the tax savings it was legis- 
lating. City of Pittsburgh v. Pennsylvania P.U.C., supra, 
p. 33 n. 40, 182 Pa, Super. at 572-576, 128 A, 2d at 382- 
384. In fact, in any competitive non-regulated industry, 
as Congress must have been aware, presumably much of 
any tax advantage would be “passed on” to the consumer 
in the form of lowered prices. When Natural claims Con- 
gress intended it to be treated like non-regulated com- 


panies, it assumes the existence of unregulated companies 


4: Other provisions in the bill included small business relief, 
liberalizing deductions for research and development, ‘“‘child care” 
deductions, a retirement credit, increased charitable deductions and 
general recodification of the Internal Revenue Code. House Rep. No. 
1337, Sen. Rep. No. 1622, 88rd Cong., 2d Sess. 


42100 Cong. Rec, 3432, 3457, 3517-3522, 3527, 3530-3531, 3561- 
3563, 9063, 9168, 9267-9276, 9289, 9300, 9470, 9481 and see 100 
Cong. Rec. 3299 (President’s Address). 

Both sides generally agreed that there was a cost reduction as- 
pect to liberalized depreciation, although there may have been dis- 
agreement as to its amount. H.R. Rep. No. 1337, supra, 2, 311-314; 
S. Rep. No. 1622, supra, 2-4, 29, 100 Cong. Rec. 3429-3430, 3447- 
3449, 3454, 3463, 8993, 9478, 12538-12539 and see President’s Ad- 
dress, 100 Cong. Rec. 3299. While there was discussion that the 
revenue loss from liberalized depreciation would eventually be 
recouped, this recoupment was anticipated to be largely from its 
anticipated effect of expanding the total tax base and not from indi- 

i heir assets became more fully depreciated. 

22, supra, p. 3. Moreover, where there were 

ed depreciation would cause tax deferrals, 

to be based only on a consideration of 

individual assets. E.g., see H. Rep. No. 1337, supra, p. 3. Alabama- 

Tennessee Natural Gas Co. V. F.P.C., supra, p. 4, n. 8, 359 F.2d at 
323. 
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insulated from competition and economically free to re- 
tain cost savings and deal with them as they like. Nat- 
ural ignores that under regulation it is entitled only to 
charge rates designed only to return its costs including a 
reasonable rate of return because being insulated from 
competition it is guaranteed the right to set its rates on 
a basis which is designed to return to it its costs includ- 
ing a reasonable return.** See City of Pittsburg v. Penn- 
sylvania P.U.C., supra, p. 33, n. 40, 182 Pa. Super. at 
573-574, 128 A. 2d at 382-383; City of Alton v. Com- 
merce Comm'n, 19 Ill. 2d 76, 88-89, 165 N.E. 2d 518, 520- 
521. 


D. The Commission’s Finding That There Is No Prospect 
of a Declining Depreciable Plant Account for Natural 
in the Foreseeable Future Is Not Questioned 


The Commission found that “Natural will maintain a 
growing or stable plant for the foreseeable future” (R. 
5125). At no time has petitioner made any serious ef- 
fort to dispute this or any other factual finding upon 
which the Commission’s flow-through determination was 
based. This is true even though the Commission’s July 
31, 1964, order specifically gave it such a right (R. 4961, 
5120). Nor did Natural challenge the Commission’s find- 
ings in its petition for rehearing “ and it never attempted 


42JIt cannot be presumed that Congress, in passing liberalized 
depreciation, was unaware that, not being regulated by competition, 
public utilities are generally regulated by public service commis- 
sions on a “cosi of service” basis. See 100 Cong. Rec. 3455. 


48In its petition for rehearing of Opinion 456-A, after its time for 
applying had passed, Natural did state (R. 5213) that since in 
“later pleadings” before the Commission “the issue has been 
whether Natural’s contingent rate reduction offer could be ac- 
cepted” “the ‘basic’ issue should now be set down for hearing 
thereon.” Of course, it should noted that this framing of the issues 
was not by the Commission (R. 3001-2). But regardless, even at 
this point, Natural gave no indication of what it was that it 
wished the Commission to hear (R. 3001-3002). 

We note parenthetically that Natural (e.g., Supp. Br. 5) without 
ever claiming “such matters reach the level of a violation of pro- 
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to introduce evidence to show that in the future it will 
not maintain its current plant size.** Finally, it has not 
made any motion before this Court to adduce new evi- 
dence as would be required for it to reopen the proceed- 
ings before the Commission—assuming that it would have 
had any new evidence to adduce. This is despite the 
fact that the specificity with which Sections 19(a) and 
(b) of the Natural Gas Act make such actions a pre- 
requisite to judicial review. 


Section 19(a) states: 


* * * The application for rehearing shall set forth 
specifically the ground or grounds upon which such 
application is based * * * [nJo proceeding to review 
any order of the Commision shall be brought by any 
person unless such person shall have made applica- 
tion to the Commission for a rehearing thereon. * * * 
[Emphasis supplied.] 


cedural due process” sporadically harps at the procedure the Com- 


mission used in this case. However, this too was not mentioned in 
its petition for rehearing—and was only touched upon in its second 
“rehearing” petition, a petition, which, of course, could only preserve 
Natural’s rights with regard to matter first discussed on rehearing, 
But, in any event, the procedure here afforded Natural comformed 
exactly to that “requested” by Natural in its settlement agreement 
(R, 2961). Natural was clearly put on notice that the Commission 
was reconsidering liberalized depreciation before it entered into 
the settlement agreement and was given full opportunity (R. 4961, 
5120) to rebut Alabama-Tennessee. For more it could not ask. 

Finally, we note (assuming that it presses this objection) that 
Natural did not seek rehearing on Chicago’s alleged (Br. 31, n. 32) 
incapacity to “enlarge” the proceeding. Certainly, in a 4(e) rate 
proceeding, Chicago had a right to contest the validity of a com- 
ponent of Natural’s tax expense! Alabama-Tennessee Natural Gas 
Co. V. F.P.C., supra, at p. 341. See, P.S.C. of New York v. F.P.C., 
109 AppDC 66, 284 F. 2d 200; Hunt Oil Co. v. F.P.C., 374 F. 2d 
474 (CA5). 


+5 See, for example, Natural’s statement during oral argument 
before the Commission (R. 3001-3002): “Therefore the issue 
today is not whether the Alabama-Tennessee principles are 
valid. The issue also is not whether the Alabama-Tennessee prin- 
ciples are valid as applied to Natural, Natural, again, has agreed 
not to litigate those in these proceedings, and to merely go to the 
question of its proposal.” (Emphasis supplied.) 


Section 19(b) provides: 


* * * No objection to the order of the Commission 
shall be considered by the court unless such objection 
shall have been urged before the Commission in the 
application for rehearing unless there is reasonable 
ground for failure so to do. The finding of the Com- 
mission as to the facts, if supported by substantial 
evidence, shall be conclusive. If any party shall ap- 
ply to the court for leave to adduce additional evi- 
dence, and shall show to the satisfaction of the court 
that such additional evidence is material and that 
there were reasonable grounds for failure to adduce 
such evidence in the proceedings before the Com- 
mission * * *. [Emphasis supplied]. 


Thus, the requirements that Natural seek rehearing on 
the Commission’s findings it sought to challenge** and 
file a motion to adduce such evidence as would contra- 
dict them ** were both jurisdictional. Since Natural did 
not do either, and, indeed, did not offer any evidence on 
these matters whatever, the Commission’s findings must 
be accepted for the purposes of this review. 

While Natural does not contest the findings of fact, as 
such, on which the Commission based its decision, none- 
theless it assumes they are not true. Thus, without pre- 
senting supporting data, Natural assumes that liberalized 
depreciation “work[s] a deferral of tax” (Br. 25) and 


46 Sections 19(a), (b) of the Natural Gas Act pamphlet copy (see 
supra, p. 1, n. 1). Wisconsin V. F.P.C., 373 U.S. 294, 307; Sunray 
Mid-Continent Oil Co. v. F.P.C., 364 U.S. 137, 157: F.P.C. v. Colo- 
rado Interstate Gas Co., 348 U.S. 492, 498; Panhandle Eastern Pipe 
Line Co. V. F.P.C., 324 U.S. 635, 649, 650-651; Magnolia Petroleum 
Co. Vv. F.P.C., 236 F. 2d 785, 789 (CAS), certiorari denied, 352 U.S. 
968: Continental Oil Co. v. F.P.C., 247 F. 2d 904, 907-908 (CAS) ; 
Dayton Power & Light Co. V. F.P.C., 102 AppDC 164, 251 F. 2d 
875, 876; Street v. F.P.C., 107 AppDC 327, 277 F. 2d 357. 


“7 Consolidated Edison Co. V. N.L.R.B., 305 U.S. 197, 224-226 
(under the similar review provisions of the National Labor Rela- 
tions Act, 29 U.S.C. 160(e), (f)): Texaco Inc. V. F.P.C., 117 AppDC 
268, 329 F. 2d 223. 
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that it will need monies in its deferred tax account for 
future taxes (Supp. Br. 24). From these ungrounded as- 
sumptions Natural further implies, but does not state, 
that normalization will be required for it to meet claimed 
future tax obligations—which could only come about if 
Natural should suffer a future plant decline. While we 
agree with Natural that the Commission’s fact findings 
were only estimates of the future, they were findings 
which the Commission was amply warranted in reach- 
ing. Regulatory agencies in discharging their functions 
are often required to make estimates of future economic 
conditions. Market Street R. Co. v. Railroad Commission, 
824 U.S. 548, 559-560. 

The reason that Natural did not contest the Commis- 
sion’s findings, and, specifically, the Commission’s finding 
that Natural is likely for the foreseeable future to main- 
tain its present plant size is not difficult to see. For 
these findings were more than amply supported. In con- 
cluding that Natural can expect continued expansion 
the Commission considered the following: 


1. Testimony to that effect by the intervenor’s wit- 
ness, Melwood Van Scoyoe and supporting exhibits: 

2. Natural’s past growth record; 

3. The past growth records of natural gas pipelines in 
general; 


4. The forecasts of future gas consumption and antici- 
pated pipeline growth which were readily available to it 
as a result of Alabama-Tennessee. 


*s Even if Natural did have a fluctuating investment or a fall in 
investment, its arguments still would not be valid until the total 
depreciation taken on the aggregate of its assets fell below the 
amounts it would have taken under straight-line and exhausted the 
amounts already in its “deferred tax” account. See App. E, infra, 
p. 75. It may be noted that Natural, at present, has an accumu- 
lated “deferred tax” reserve of $31,882,043 availeble to offset such 
allegedly possible fluctuations, if they should occur. Natural Gas 
Pipeline Co. Annual Report, 1965 (FPC Form No. 2), 227-A, see 
p. 75, infra. It was $8,326,511 in 1960 (R. 1304). 
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Brief consideration of Natural’s future prospects 
further indicates why the Commission’s conclusions were 
not susceptible to attack. From 1954 to 1965 Natural’s 
sales have increased 194 per cent from 344,261,712 
Mcf * to 669,155,608 Mcf.* The same growth trend is 
shown by Natural’s investment in plant facilities (App. 
C, infra, p. 73), and its deferred tax reserves have in- 
creased every year (App. E, infra, p. 74). If history 
means anything in evaluating the future, it can only in- 
dicate a period of growth. There is therefore no reason 
peculiar to Natural for expecting its plant account to de- 
cline contra the industry. 


E. The Commission Adoption of Flow-Through With 
Allowance of No Return on Previous “Normalization” 
Accumulations Accomplishes the Intent of Congress 


The Commission here adopted the findings it had made 
in Alabama-Tennessee with respect to the economic ef- 
fects of flow-through, as compared to normalization (R. 
5120): 


* * * As with Alabama-Tennessee, we are of the 
opinion that flow-through and lower rates are a 
more effective stimulus to new investment than nor- 
malization * * *. 


Its discussion in Alabama-Tennessee demonstrates that 
flow-through does fully satisfy the intent of Congress as 
read by this and the other two courts in the El Paso, 


49 Natural Gas Pipeline Co. of America, Annual Report to FPC, 
1954 (FPC Form No. 2), p. 73; Texas Illinois Natural Gas Pipe- 
line Co., Annual Report to FPC, 1954 (FPC Form No. 2), p. 73, 79. 
These volumes represent sales by both Natural and Texas Illinois. 
Texas Illinois has since been merged into Natural Gas Pipeline 
Co. The volumes are exclusive of inter-company sales by Texas II- 
linois to Natural Gas Pipeline Co. and to Natural Gas Storage Co. 
of Illinois. The latter affiliated company makes no sales, All sales 
are at 14.65 psia, 60°F. at 1000 Btu. 


50 Natural Gas Pipeline Co. of America, Annual Report to FPC, 
1965 (FPC Form No. 2), p. 514. 
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Cities of Lexington, Panhandle, and Alabama-Tennessee 
decisions (31 FPC at 218-219), and we incorporate it 
here: 


“The major expenditures by natural gas pipelines for 
new facilities result from system expansion to serve ad- 
ditional loads. To a minor degree, investments reflect 
replacements to take advantage of improved technology, 
as in the occasional replacement of a compressor with 
another of higher efficiency. On the whole, however, the 
technology is sufficiently stable so that technological ob- 
solescence is not a large investment factor. If new loads 
exist, the pipelines have always been able to attract the 
necessary new capital to finance the required expan- 
sion; they do not need to resort to interest-free loans from 
their rate-payers. However, no amount of additional funds 
will stimulate new pipeline investment unless the market 
for additional gas exists. In fact, if the pipeline’s cus- 
tomers do not require additional facilities the facilities 
will not be built, even if the pipeline might otherwise 
be induced to make the investment, since this Commission 
is duty-bound to deny a certificate for any expansion 
which is not required by the public convenience and nec- 
essity. 

“Lower rates tend to generate a higher volume of 
sales and thus ultimately to require expansion of gas 
transmission facilities. Recent rate cases before this 
Commission have repeatedly demonstrated that at cur- 
rent gas price levels many potential uses, particularly 
among the larger commercial and industrial users, are 
sensitive to relatively small variations in ratesl*"] We be- 
lieve, also, that the effect of price changes upon house- 
holder demand cannot be ignored in a period when the 
level of gas rates is important in determining the extent 
to which natural gas can attract air-conditioning loads 
and resist the increasing competition from the all-elec- 
tric home. We do not accept the argument that the re- 
duction in unit rates resulting from flow-through will not 


50 See, e.g., R. 779-784, 837-839, 4343-4345, 
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be sufficiently large to generate any material increase in 
consumer demand. 

“We are convinced that flow-through, rather than 
normalization, is the ratemaking treatment of the liber- 
alized depreciation tax saving which, by permitting lower 
prices, will stimulate increased consumer demand and 
corresponding additional investment in the pipeline in- 
dustry as a whole and Alabama-Tennessee in particular. 

“In concluding that the adoption of flow-through will 
best carry out the Congressional purpose of stimulating 
additional investment in natural gas pipelines we have 
not ignored the argument that normalization will pro- 
vide additional capital to the company to assist the fi- 
nancing of plant expansion. We do not believe that such 
additional capital is necessary for the expansion of nat- 
ural gas pipelines or indeed would result in any expan- 
sion if made available. 

“Natural gas pipelines are allowed a rate of return 
sufficient to attract necessary new capital and, in fact, 
are constitutionally guaranteed the opportunity to earn 
a return which will serve that purpose. They are per- 
mitted to include an adequate cash working capital al- 
lowance in the rate base upon which their dollar return 
is calculated. In the past two decades pipelines have fi- 
nanced a tremendous expansion, at a cost of over $9 
billion, and there is no indication that they will have 
any problems in financing the more moderate rate of 
expansion which is expected in the coming decades. Spe- 
cifically, with respect to Alabama-Tennesse we found in 
Opinion No. 360, after reviewing the facts concerning 
that company’s past operations that it had achieved a 
‘favorable position in the eye of the investor’ and an 


“35 In addition to the direct stimulation of increased demand for 
gas, requiring new pipeline facilities, lower gas rates to house- 
holders will release consumer funds for other buying needs and 
lower contract prices to industrial users of gas will tend to be 
translated into lower prices for their goods, thus also indirectly 
stimulating the economy.” 
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‘ability to finance successfully’ (p. 27 FPC 1180 at 1190). 
In these respects, the situation of Alabama-Tennessee 
and other regulated companies differs from that of in- 
dustries which have been traditionally hampered by their 
inability to generate funds internally and to secure new 
debt and equity capital. (City of Pittsburgh v. Pennsyl- 
vania, 182 Pa. Super. 551, 573; 128 A. 2a 372, 393 (Su- 
perior Court. Pa., 1957) ; City of Alton v. The Commerce 
Commission, 19 Ill. 2d 76, 82. 165 N.E. 2d 518, 520 (Su- 
preme Ct., Il., 1960) ).” 

This discussion by the Commission in Alabama-Tennes- 
see was attacked on court review but accepted by the 
Fifth Circuit (359 F. 2d at 339, “E. Miscellaneous Attack 
on Order”). Indeed, that court had already passed on 
the substance of that question in El Paso, supra, p. 18, 
n. 20, when it had said of the tax reductions provided by 
$167 (281 F. 2d at 571): 


* * * They are available to regulated companies to 
make it so much the easier for them, in competition 
with other fuels and in competition with other in- 
dustries seeking the investors’ dollar to earn a fair 
return, * * * 


Here the Commission’s findings of benefits of that na- 
ture are sidestepped by Natural (Initial Br. pp. 26-31) 
in these terms: “The Commision’s ‘Factual’ Premises Are 
Irrelevant and Do Not Justify Reversal of This Court’s 
Opinions.” The latter clause is, of course, a reference 
to Natural’s view, supported only by the frequency of its 
reiteration, that Congress had prescribed Commission 
allowance of rates reflecting normalization of taxes as 
the required method of achieving the purpose to stimu- 
late the economy. Natural does not controvert the Com- 
mission’s findings that we have just quoted in full, other 
than by the vague generalization (Initial Br. p. 27) that 
“many of the Commission’s basic ‘factual’ premises are 
in error or are based on rank assumptions” (emphasis 
supplied). The sole particularization Natural provides 
is a reference to the Commission’s findings as to the 
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duration of natural gas reserves, which we have already 
discussed (supra, p. 20). Even as to that, Natural doesn’t 
actually controvert the Commission’s findings, for what it 
says is (ibid.) that “Natural will not waste space debat- 
ing about these speculations and assumptions, because 
they are irrelevant” (emphasis supplied). 

In any event, as we have already shown (supra, p. 
20), no objection to the above quoted findings of the Com- 
mission could be considered on this review, because none 
was urged in any of the applications for rehearing be- 
fore the Commission. 

It is, accordingly, clear that “flow-through,” or re- 
flection in a company’s rates of its actual tax expendi- 
tures, with the reductions achieved by use of liberalized 
depreciation under § 167, satisfies the criteria spelled out 
by this Court’s Panhandle decision. For, in the first place, 
as we have already shown (supra, p. 33, n. 40), the Com- 
mission’s requirement that Natural’s rates reflect its re- 
duced taxes in no way disturbs Natural’s right to use 
liberalized depreciation to accelerate the tax free recovery 
of costs that Congress considered to be of critical im- 
portance in the decision of management to incur the risks 
of investment in new plant (115 AppDC at 11, 316 F. 2d 
at 662). 

The fact that Natural or other natural gas companies 
as well intend or threaten to abandon the use of liber- 
alized depreciation and forego the benefits which the 
Commission described in the language quoted above 
(supra, pp. 40-42) if the Commission does not allow more 
than just and reasonable rates, may require that rates 
be fixed as though advantage had been taken of the § 167 
tax saving, whether it is or not, but it does not prove 
that the benefits are non-existent. 

The second criterion indicated in Panhandle is like- 
wise fully satisfied here—namely that the Commission’s 


51 This question is now in issue before the Commission, Mid- 
western Gas Transmission Co., Docket No. RP61-19: Knoxville v. 
East Tennessee Natural Gas Co., Docket No. RP65-4. See also, 
supra, p. 12, n. 18. 
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action be consistent with the Congressional policy under- 
lying § 167, z.e., what Natural refers to as the ultimate 
purpose of stimulating the national economy (as disting- 
uished from the prescription of a particular method of 
doing so that would amount to an amendment of the 
“just and reasonable rate” standard of the Gas Act). We 
submit that the Commission’s findings fully meet this 
test. And it is clear that by allowing no more than 
Natural’s actual cost of service, so far as tax expenditures 
are concerned, the Commission has stayed within the 
applicable “principles of regulatory law expressed in the 
Natural Gas Act” which the Court said included the re- 
quirement that rates must reflect actual costs of opera- 
tion on the most economical basis consistent with good 
service and sound finance (supra, p. 12). 

What we have said as to flow-through is equaly appli- 
cable to the disposition of the funds generated by nor- 
malization during the time that mode of treatment was 
prescribed by the Commission in a lawful exercise of its 
discretion. The funds generated by normalization, in ac- 
cordance with the Commission’s then controlling require- 
ments, are, in view of the court decisions and the Com- 
mission’s actions taken pursuant thereto, left without 
their original legal foundation from the effective date of 
the Commission’s action here. No longer can the Com- 
mission reasonably allow 1.5% return to be continued to 
be collected on such funds, or any return, as a neces- 
sary incentive to encourage the use of liberalized de- 
preciation, having found it not necessary. For the in- 
centive is provided without return on such funds—as 
the Commission found, and the Fifth Circuit had pre- 
viously declared. 

A return on the funds not being justified, as an incen- 
tive to satisfy the purpose of Congress as it had er- 
roneously been understood, the regulatory principles to 
which Panhandle referred bar allowance of rates not jus- 
tified by actual costs of operation “on the most economi- 
cal basis consistent with good service and sound finance.” 
(316 F. 2d at 663). Thus the Commission’s decision of 
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the flow-through issue invalidated the legal premise of 
the previously approved allowance of rates providing a 
return on the “deferred tax” reserve. As put by Judge 
Wisdom in Alabama-Tennessee, supra, p. 4, n. 8 (359 F. 
2d at 340), referring to the funds generated by past 
normalization: 


* * * They have become consumer contributed capital 
without specific purpose. The consumer already suf- 
fers the loss of interest on these funds. This being 
the case, it would be further anomaly for the con- 
sumer to pay the pipelines a return on the capital. 


ee 


II. The Commission’s Implementation Of Its Adoption Of 
Flow-Through In This Case Is Consistent With The 
Settlement Agreement And With The Treatment Ac- 
corded Other Pipelines 


Both Natural and Chicago contend that the Commis- 
sion’s implementation of the newly adopted policy of 
flow-through is inconsistent with the terms of the 1962 
Natural rate settlement which, while resolving most 
issues, left open the question of the appropriate treat- 
ment of liberalized depreciation and consolidated taxes 
(only the liberalized depreciation issue is involved here). 
Chicago contends that although the settlement did not 
compel adoption of flow-through, the Commission, once 
having adopted flow-through, was required to make its 
reversal of policy effective retroactively to March 1, 1961, 
when Natural’s increased rates became effective. Adop- 
tion of Chicago’s contention would require much greater 
refunds than required by the order under review, which 
made the change from normalization to flow-through ef- 
fective as of February 3, 1964, the date of the Commis- 
sion’s decision in Alabama-Tennessee. 

Natural, on the other hand, agrees that the Commis- 
sion was not compelled by the settlement to apply flow- 
through retroactively and, indeed, contends that in view 
of the prospective application given in other rate cases 
flow-through should have been ordered prospectively, 7.e., 
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effective not prior to October 1, 1965, or, at the earliest, 
March 18, 1965 (the date of the order under review). 
Natural also claims that the settlement did not permit 
the Commision to adopt a treatment of the previously 
accumulated “deferred tax” reserves consistent with a 
change from normalization to flow-through, i.e., that the 
settlement did not permit the Commission to order a re- 
duction of Natural’s rates reflecting reduction of the 
test year rate base by the amount of such reserve funds. 
Chicago, for its own purposes, agrees that such a re- 
duction is not consistent with the settlement. There is no 
merit to these various contentions. 


A. The Commission’s Decision to Apply the Flow- 
Through Policy With Respect to Natural’s Rates 
Starting as of the Date of Its Alabama-Tennessee 
Decision Was Reasonable and Consistent With the 
Settlement 


Rejecting each of the solutions sponsored by Chicago 
and Natural, the Commission concluded that the flow- 
through policy should be applied to Natural’s rates as 
of February 3, 1964, the date from which the Commis- 
sion decided in Alabama-Tennessee that tax benefits from 
liberalized depreciation should be flowed through. It 
pointed out that until that time it had treated normaliza- 
tion as proper. Hence, until that time natural gas com- 
panies reasonably utilized accumulated deferred taxes as 
capital to invest in new plant. It was not until the 
Alabama-Tennessee decision, which announced a new poli- 
cy, that investments of such funds could not be reason- 
ably made in the expectation that rates would be per- 
mitted to reflect tax allowances based on normalization.** 

The Commission’s decision in effect means that until 
February 3, 1964, the date of the Alabama-Tennessee 


52 A possible analogy may be found in the Supreme Court’s— 
treatment of the effect on other cases of a precedent-reversing 
decision on criminal procedure. Johnson v. New Jersey (not yet 
reported), No. 762, O.T. 1965, decided June 20, 1966. 
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decision, rates reflecting normalization were just and 
reasonable. Since that date, in view of the notice to the 
industry that the Alabama-Tennessee decision provided, 
rates reflecting normalization have been, to that extent, 
excessive and unjustified. Since the rates collected by 
Natural after the Alabama-Tennessee decision reflected 
normalized taxes, the Commission appropriately required 
Natural to refund such excessive amounts. 

Nothwithstanding Natural’s present claim that under 
the settlement it should not have been required to make 
any refunds for the period prior to the Commission’s 
March 18, 1965, order it is clear that the settlement 
“was drafted with the possibility of refunds in mind” 
(R. 5122). Thus, in the portion of the settlement leav- 
ing open the rate treatment of liberalized depreciation 
the parties agreed that Natural would make such “re- 
funds” as “may be required by the Commission” (R. 
2962) . 

Moreover, the settlement provisions contemplating re- 
funds plainly distinguish this case from the cases cited by 
Natural (Br. pp. 44-45) where the flow-through policy 
was applied prospectively only. Thus, Midwestern Gas 


2° The possibility of refunds under the settlement was expressly 
recognized by counsel for Natural in a letter, dated May 10, 1962, 
to Mr. John C. Melaniphy, Corporation Counsel for the City of 
Chicago interpreting the proposed settlement agreement. Natural’s 
counsel stated: “May I first point out that the full agreement in 
the case provides that Natural has accepted the cost of service 
proposed by the FPC staff, and Natural unconditionally agrees to 
make refunds of all sums collected in the past in excess of that 
cost of service. That includes an obligation to make roughly a 
$3,000,000 refund for Chicago consumers. Natural also uncondition- 
ally agrees to reduce its future rates to reflect that decreased cost 
of service. 

“Natural also agrees to go to trial before the FPC on two issues 
and if it loses on either, to make additional refunds and rate 
reductions (over and above the unconditional ones mentioned 
above). As you recall, one of these issues which will go to trial— 
normalization of taxes—is going to trial at your request.” (Em- 
phasis in original.) 

The letter is partially quoted, R. 3018-3019, and was reprinted 
as Appendix A to Chicago’s reply brief before the Commission. 
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Transmission Co., 82 FPC 993 (RP61-19), involved a 
Section 5(a) proceeding, in which the Commission has 
no statutory authority to order refunds and can act 
prospectively only. Therefore, the Commission could not 
have ordered refunds in that case. All the other pro- 
ceedings listed by Natural involved the approval of vol- 
untary rate reductions, including but not limited to re- 
ductions implementing flow-through, which the companies 
had agreed to after the Commission decision in Alabama- 
Tennessee. 

With respect to American Louisiana and Michigan 
Wisconsin, increased-rate cases were still pending in 
which decision on the liberalized depreciation issue had 
been postponed until the Alabama-Tennessee decision. 28 
FPC 482, 487, That reservation of the issue, made in 
1962, stated that any new policy on liberalized deprecia- 
tion would be implemented only prospectively from the 
subsequent decision of the reserved issue as to American 
Louisiana and Michigan Wisconsin. Even if the Commis- 
sion had then intended to apply any change as of the 
date of the Alabama-Tennessee decision, the new policy, 
as the Commission explained here (R. 5124, 5125), could 
not have been implemented until there had been a factual 
hearing on the flow-through issue as applied to the two 
companies in question for the existing record contained 
no evidence on that issue. Since the other reductions 
proposed by the companies, if not volunteered, could only 
be ordered after a Section 5(a) hearing, the Commission 
agreed to accept them and the effectuation of flow- 
through as of October, 1965, as part of such an agree- 
ment. While agreed-to rate reductions and settlements 
generally involve compromises which give recognition to 
the fact that immediate reductions may be preferable 
to even somewhat larger refunds sometime in the future, 
the implementation of Natural’s existing settlement called 
for no such compromise. In these circumstances, the dis- 
crimination alleged by Natural is non-existent. 

Chicago’s contention that the terms of the settlement 
and the provisions of Section 4(e) of the Gas Act require 
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application of flow-through (and hence refunds) starting 
March 1, 1961, the date on which Natural’s increased 
rates that were under investigation in this proceeding 
became effective (subject to refund), is also without 
merit. While the settlement reserved the question of how 
liberalized depreciation should be treated for rate pur- 
poses, nothing in the settlement requires that if the Com- 
mission withdrew its approval of normalization, past re- 
Iiance on valid prior Commission action had to be ignored. 
As the Commission explained (R. 5123-5124), the change 
to flow-through did not mean that the prior reliance on 
normalization had been improper. Section 4(e), upon 
which Chicago relies, provides that the Commission may 
order the refund of “the portion of such increased rates 
or charges by its decision found not justified.” Nothing 
in the statute suggests that if there is an extensive re- 
fund period the Commission is bound to apply the same 
rate throughout that refund period. Plainly no such 
requirement exists. If for example the tax rate is in- 
creased or decreased during a refund period, it would 
certainly be appropriate for the Commission to take such 
variations into account in determining the amount of the 
rate that had not been shown to be justified. Similarly 
here the Commission reasonably concluded that until the 
date of the Alabama-Tennessee decision the justness and 
reasonableness of Natural’s rates should be based on 
computations using normalization, while thereafter the 
rates should reflect flow-through. For, as the Commis- 
sion explained (R. 5124), if it had chosen Natural’s 
case rather than the Alabama-Tennessee proceeding as 
the vehicle for reconsidering its previous policy, “[it] 
would have applied [the] new policy of flowing through 
the tax benefits resulting from the use of liberalized de- 
preciation and deducting the accumulated reserves from 
the rate base prospectively only as [it] in fact did in Ala- 
bama-Tennessee * * *.” Indeed, this is consistent with 
Chicago’s view during the hearing where its witness ex- 
plained that flow-through was the proper treatment for 
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the tax savings arising from liberalized depreciation (R. 
2313) 


ee 


except as to the money which has been already 
collected, and there is no way to pay that money 
back, and the only fair thing to do in that case is to 
put it in at zero cost, or deduct it from the rate base. 


ee * 


B. The Commission Properly Concluded that the Settle- 
ment Agreement Reserved All Aspects of the Liberal- 
ized Depreciation Issue 


The only substantial issue presented in this case is 
Natural’s contention that the settlement’s reservation of 
the liberalized depreciation issue does not permit the 
Commission to prescribe a treatment of the previously 
accumulated deferred taxes consistent with the finding 
that liberalized depreciation results in tax savings, rather 
than tax deferrals. The settlement reservation is, to be 
Sure, not a model of clarity. While we recognize that 
the Commission is bound by the terms of a settlement 
agreement approved by it (Texas Eastern Transmission 
Corp. v. F.P.C., 306 F. 2d 345 (CA5), certiorari denied, 
sub nom. Manufacturers Light & Heat Co., et al. v. Texas 
Eastern Transmission Corp., 375 U.S. 941), we believe 
that Natural’s restrictive reading of the settlement— 
which Chicago accepts apparently to bolster its claim that 
the Commission has generally ignored the terms of the 
settlement, particularly with respect to the date from 
which refunds should be made “is unrealistic and was 
properly not adopted by the Commission. 

In leaving open the issue of liberalized depreciation, 
the settlement provided (R. 2960-2961) : 


* * * The question of whether Natural, in computing 
its cost of service for rate purposes, should compute 
its Federal income tax expense allowance by “nor- 


4 Acceptance of Chicago’s claim that the switch to flow-through 
should have been made effective for Natural as of March 1, 1961, 
would result in substantially larger refunds than those resulting 
from the rate base reduction required by the Commission. 
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malizing” such taxes to eliminate the effect of Sec- 
tion 167 of the Federal Internal Revenue Code which 
relates to “accelerated” or “liberalized” depreciation, 
or by utilizing the principle of “flow-through” of the 
tax effect of the use of such “accelerated deprecia- 
tion” deductions for tax purposes, as proposed and 
defined by the City of Chicago in these proceedings, 
rather than the “normalization” method, shall be de- 
termined by an adjudication by the Commission in 
these proceedings * * *. 


Natural argues that this language did not permit the 
Commission to reduce its rates to reflect the deduction 
from the test year rate base of the amount of previous- 
ly accumulated “deferred tax” reserves, even though in- 
clusion of those amounts in the rate base is dependent 
on the now superseded view that use of liberalized de- 
preciation resulted in tax deferrals. We believe that the 
normal reading of the reservation is that it leaves open 
the entire issue of whether federal income taxes for cost 
of service rate purposes should be computed by using 
the flow-through principle or the normalization principle. 
The settlement does not specify the adjustments to be 
made in the agreed-upon test year cost of service if the 
Commission adopts the flow-through principle. As we 
have shown in part I, supra, the shift to flow through 
not only eliminates from cost of service an amount for 
“deferred” taxes but also requires elimination of any 
return allowance (and associated income taxes) on the 
previously accumulated “deferred” taxes. Accordingly 
resolution of the reserved issue in favor of “flow-through” 
necessitated adjustment of the cost of service to reflect 
both of these factors. 

But even if the reserved issue were limited as Natural 
suggests (Br. p. 12), to the effect of the computation 
of Natural’s income tax allowance, the reservation would 
appear to cover the action taken by the Commission. For 
unless the consumer-contributed capital (supra, p. 45), 
ie., the “deferred” tax reserve, is deducted from the 
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rate base, that inflated rate base, multiplied by the 
rate of return found proper by the Commission, in turn 
results in an inflated amount of return for which a cor- 
respondingly inflated amount of income taxes would 
necessarily be included as a tax allowance in the cost of 
service.” 

It is also significant that, notwithstanding Chicago’s 
present agreement with Natural on this issue, the testi- 
mony adduced by Chicago at the hearing supports the 
Commission’s interpretation of the reserved issue. This 
is particularly important because, as Natural urges (Br. 
pp. 16-17), the reserved issue was proposed and defined 
by Chicago in these procedings.* As Natural also urges,” 
this means as proposed and defined by the testimony of 
Chicago’s witness, Mr. Van Scoyoe, inasmuch as Chicago 
filed no briefs on the issue prior to the settlement. How- 
ever, Natural’s further assertion that witness Van Scoyoc 
did not discuss or argue the rate base reduction question 
is incorrect. To the contrary, Mr. Van Scoyoc’s testimony 
shows that he clearly recognized the two-pronged ef- 
fect of switching from normalization to flow-through, and 
that the erroneous past use of flow-through should be 
corrected either by a zero rate of return allowance on 
previously accumulated reserves or by reducing the rate 
base. The following cross-examination by Commission 
staff counsel is particularly instructive (R. 2310-2313) : 


*5 Some ambiguity admittedly remains, since the return allow- 
ance itself, as opposed to the consequent tax allowance, is not 
within the literal language of the settlement. But since the return 
must be known to compute the tax expense, the settlement reser- 
vation would also appear to permit adjustment of the return 
allowance for this reason. 


*6 The language is derived from the settlement agreement, supra, 
pp. 50-51 (R. 2961). 


** Natural states in its brief here (pp. 16-17): “* * * {I]t is 
relevant to consider how the City of Chicago “proposed and defined’ 
the issue. They filed no briefs and thus their only presentation was 
through their witness, Mr. Van Scoyoc. * * *” 
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BY MR. ALBRECHT: 


Q. In Part 3 of your testimony, Mr. Van Scoyoc, 
and I will get the correct page citation, you are talk- 
ing there about the Commission’s 1.5 percent treat- 
ment of accelerated depreciation. 


* * * * 


Q. When you say the difference is one of degree, 
assuming a six percent return, is the difference simp- 
ly a difference between zero return and 114 percent 
and 6 percent, or how would you characterize this 
matter of degree? 

A. I was referring to the difference there between 
a return at six percent or some other rate of return 
which the Commission indicated in the Amere deci- 
sion and United Fuel and El Paso, that a company 
would be entitled on the amount in the reserve for 
deferred federal income taxes, and the reduction of 
that return to 144 percent on the capital contributed 
by the customers. 


* * * * 


That simply means the customers are, under the 
present policy, only being charged 142 percent on 
their own money instead of six percent. 

Q. And you would say zero is the proper way of 
doing it? 

A. Well, I would certainly say they shouldn’t be 
charged anything on their own money. But more 
than that they shouldn’t be required to contribute 
money for capital expenditures, and that is what they 
do under the normalization scheme. 


* * * * 


A. * * * [E]xcept as to the money which has been 
already collected, and there is no way to pay that 
money back and the only fair thing to do in that 
case is to put it in at zero cost, or deduct it from 
the rate base. 


The foregoing shows that the four corners of the set- 
tlement agreement, including the portions of the record 
specifically referred to, reasonably led the Commission to 
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believe that all aspects of the liberalized depreciation 
problem had been reserved for later disposition. This in- 
terpretation is further reinforced by extrinsic considera- 
tions. The settlement was made part of the record and 
adopted by the Commission only after the Commission 
had severed all aspects of the liberalized depreciation 
question from all other issues in the Alabama-Tennessee 
proceeding. There, on June 1, 1962, the Commission an- 
nounced that it intended to reconsider fully its liberalized 
depreciation policies, stating specifically (27 FPC 1063) : 


It is appropriate, in the circumstances, that we 
provide for oral argument in these proceedings on 
the question of the treatment for rate-making pur- 
poses to be accorded the use of liberalized deprecia- 
tion deductions by a pipeline company in the compu- 
tation of its income taxes and of accumulated de- 
ferred taxes in the determination of rate of return. 

Specifically, we desire to hear arguments directed 
toward the several possibilities for handling this 
matter, namely, use of the present procedure with 
rates of return at 0, 1.5, or such higher rate as may 
be deemed to be in the public interest, or alterna- 
tively, use of the so-called “flow-through” principle 
under which the reduction in taxes through the use 
of liberalized depreciation instead of straight-line 
depreciation, would be reflected in income taxes in- 
cluded in the pipeline’s cost of service. * * * 


The settlement in Natural’s case, which was presented 
on June 21, 1962, was approved on October 25, 1962 (R. 
4342-4348). In view of the Commission’s expressed in- 
tention to have a plenary reconsideration for the in- 
dustry of its liberalized depreciation policies, the claim 
that the Commission in the subsequent approval of the 
Natural settlement reservation with respect to liberalized 
depreciation bound itself to a treatment of that issue so 
as to narrow the range of its alternatives is difficult to 
accept. 
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Indeed, we suggest that no such restrictive reading of 
a settlement should be adopted unless the claimed limita- 
tion is explicit. While Natural now urges a very re- 
strictive reading of the settlement, it argued cogently, 
and we suggest correctly, to the Commission that a set- 
tlement reservation of issues should be not interpretated 
to restrict the manner of disposing of such issues.** 

Finally, we point out that Natural’s present position is 
inconsistent with its earlier offer, consistent with the 
Alabama-Tennessee decision, that it would give effect to 
the settlement by lowering its rates prospectively (from 
October 1, 1965) to reflect the exclusion from its rate 
base of the total balance of its deferred tax account, as 
well as to flow-through current tax savings (R. 4787- 
4799). It was not until after the Commission issued the 


28 E.g., see p, 22 of Natural’s Initial Brief on the Reserved Issue 
Before the Commission (October 5, 1964): “* * * Thus, the City 
correctly states * * * that ‘the possibility of refunds * * * is re- 
recognized.’ (emphasis in the original) 


“But it is not a possibility which the City claims. It claims that 
there is a mandatory refund obligation, and it is in this that the 
City is wrong. To attempt to argue, as does the City, that refunds 
must be ordered, is to fly not only in the face of the language of 
Natural’s Settlement Agreement, but also in the face of the Com- 
mission’s consistent position that it does not bind itself as to issues 
to be decided in the future. [Emphasis in original.] 

“It is simply not believable that the Commission would have 
approved limitation of the kinds of possible orders it can make 
when it decides this reserved issue. It defeats the purpose of re- 
serving an issue for future decision if by doing so, the Commission 
limits its power as to the manner in which it may deal with the 
issue which is reserved for decision, Yet, that is exactly what the 
City is claiming—that Natural, in the Settlement Agreement, 
agreed to waive its right to contend for application of ‘flow 
through” prospectively only (which is, in itself, an extremely un- 
likely concession) and that the Commission, by approving that 
Agreement, tied its hands and precluded itself from utilizing the 
prospective application of the policy, which it then proceeded to 
prescribe in Alabama-Tennessee. Such an unusual and unacceptable 
result cannot be upheld, particularly when it is supported only by a 
simple assertion that the City’s contention is so because it says it 
is so.” (Emphasis supplied.) 
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challenged order that Natural construed the settlement 
as not contemplating any rate base reduction. 

All of these considerations support the Commission’s 
view that the settlement was reasonably construed as 
permitting a rate reduction to mitigate the effect of 
previously permitting Natural to collect normalized taxes. 


CONCLUSION 


For the foregoing reasons the Commission’s order 
should be affirmed in all respects. 
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Deputy Solicitor, 


RoBERT A, JABLON, 
Attorney, 
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Federal Power Commission, 
Washington, D.C., 20426. 
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APPENDIX A 


Internal Revenue Code of 1954, Act of August 16, 1954, 
c. 736, 68A Stat. 3, et seg., as amended, 26 U.S.C, 1-8023 


Section 167: 
[See. 167] 


SEC. 167. DEPRECIATION. 
[See. 167 (a) ] 


(a) GENERAL RULE.—There shall be allowed as a 
depreciation deduction a reasonable allowance for the 
exhaustion, wear and tear (including a reasonable 
allowance for obsolescence) — 


(1) of property used in the trade or business, 
or 

(2) of property held for the production of in- 
come, 


Source: Sec. 23(1) (1), 1989 Code. 
(See. 167(b) ] 


(b) USE oF CERTAIN METHODS AND RATES.—For 
taxable years ending after December 31, 1953, the 
term “reasonable allowance” as used in subsection 
(a) shall include (but shall not be limited to) an 
allowance computed in accordance with regulations 
prescribed by the Secretary or his delegate, under 
any of the following methods: 


(1) the straight line method, 

(2) the declining balance method, using a rate 
not exceeding twice the rate which would have 
been used had the annual allowance been com- 
puted under the method described in paragraph 
(1), 

(3) the sum of the years-digits method, and 

(4) any other consistent method productive 
of an annual allowance which, when added to all 
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allowances for the period commencing with the 
taxpayer’s use of the property and including the 
taxable year, does not, during the first two- 
thirds of the useful life of the property, exceed 
the total of such allowances which would have 
been used had such allowances been computed 
under the method described in paragraph (2). 


Nothing in this subsection shall be construed to limit 
or reduce an allowance otherwise allowable under 
subsection (a). 


Source: New. 
[See. 167(¢) ] 


(c) LIMITATIONS ON USE OF CERTAIN METHODS 
AND RaTES.—Paragraphs (2), (3), and (4) of sub- 
section (b) shall apply only in the case of property 
(other than intangible property) described in subsec- 
tion (a) with a useful life of 3 years or more— 


(1) the construction, reconstruction, or erec- 
tion of which is completed after December 31, 
1953, and then only to that portion of the basis 
which is properly attributable to such construc- 
tion, reconstruction, or erection after December 
31, 1953, or 

(2) acquired after December 31, 1953, if the 
original use of such property commences with 
the taxpayer and commences after such date. 


Source: New. 
(See. 167(d)] 


(d) AGREEMENT AS TO USEFUL LIFE ON WHICH 
DEPRECIATION RATE Is BASED.—Where, under regu- 
lations prescribed by the Secretary or his delegate, 
the taxpayer and the Secretary or his delegate have, 
after the date of enactment of this title, entered into 
an agreement in writing specifically dealing with the 
useful life and rate of depreciation of any property, 
the rates so agreed upon shall be binding on both the 
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taxpayer and the Secretary in the absence of facts or 
circumstances not taken into consideration in the 
adoption of such agreement. The responsibility of 
establishing the existence of such facts and circum- 
stances shall rest with the party initiating the modi- 
fication. Any change in the agreed rate and useful 
life specified in the agreement shall not be effective 
for taxable years before the taxable year in which 
notice in writing by certified mail or registered mail 
is served by the party to the agreement initiating 
such change. 


Source as originally enacted in the 1954 Code: New. 


Sec. as 
amended 
Amendments: effective: P. L. 85-866, §89(b): 


P. L. 85-866 § 89(b)....9-3-58 Struck out “registered mail” 
where it appeared in the last 
sentence of Sec. 167(d) and 
substituted “certified mail or 
registered mail”. 


[See. 167(e) ] 
(e) CHANGE IN METHOD.— 


(1) CHANGE FROM DECLINING BALANCE METH- 
op.—In the absence of an agreement under sub- 
section (d) containing a provision to the con- 
trary, a taxpayer may at any time elect in 
accordance with regulations prescribed by the 
Secretary or his delegate to change from the 
method of depreciation described in subsection 
(b) (2) to the method described in subsection 
(b) (1). 

(2) CHANGE WITH RESPECT TO SECTION 1245 
PROPERTY.—A taxpayer may, on or before the 
last day prescribed by law (including extensions 
thereof) for filing his return for his first tax- 
able year beginning after December 31, 1962, 
and in such manner as the Secretary or his dele- 
gate shall by regulations prescribe, elect to 
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change his method of depreciation in respect of 
section 1245 property (as defined in section 1245 
(a) (3) from any declining balance or sum of 
the years-digits method to the straight line 
method. An election may be made under this 
paragraph notwithstanding any provisions to the 
contrary in an agreement under subsection (d). 


Source: New. 


Sec. as 
amended 
Amendments: effective: 
P. L. 87-834, § 13(b).... 


P. L. 87-834, $13(b): 

Amended Code Sec. 167(e) to 
read as above. Prior to amend- 
ment, Sec. 167(e) reads as fol- 
lows: 


“(e) CHANGE IN METHOD. 


taining a provision to the con- 
trary, a taxpayer may at any 
time elect in accordance with 
regulations prescribed by the 
Secretaary or his delegate to 
change from the method of de- 
preciation described in section 
(b)(2) to the method described 
in subsection (b)(1).” 

Effective for taxable years be- 
ginning after December 31, 
1962. 


—In the absence of an agree- 
men’. under subsection (d) con- 


[See. 
(f) SALVAGE VALUE.— 


(1) GENERAL RULE.—Under regulations pre- 
seribed by the Secretary or his delegate, a tax- 
payer may, for purposes of computing the allow- 
ance under subsection (a) with respect to per- 
sonal property, reduce the amount taken into 
account as salvage value by an amount which 
does not exceed 10 percent of the basis of such 
property (as determined under subsection (g) 
as of the time as of which such salvage value is 
required to be determined). 

(2) PERSONAL PROPERTY DEFINED.—For pur- 
poses of this subsection, the term “personal 
property” means depreciable personal property 
(other than livestock) with a useful life of 3 
years or more acquired after the date of the en- 
actment of the Revenue Act of 1962. 


167 (£)] 
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Sec. as 167(g), (h), and (i), and added 

amended a new Code Sec. 167(f) to read 

Amendments: effective: as above. Effective for taxable 
P. L. 87-834, §13(c)(1) .... years beginning after December 


ees ae 31, 1961 and ending after Oc- 
P. L. 87-834, §13(¢)(1): tober 16, 1962. 


Redesignated Code Sec. 167 
(f), (g), and (h) as Code Sec. 


(See. 167(g) ] 


(g) BASIS FOR DEPRECIATION.—The basis on which 
exhaustion, wear and tear, and obsolescence are to 
be allowed in respect of any property shall be the 
adjusted basis provided in section 1011 for the pur- 
pose of determining the gain on the sale or other 
disposition of such property. 


Source: Secs. 23(n), 114(a), 1989 Code. 


[See. 167(h) ] 


(h) Lire TENANTS AND BENEFICIARIES OF TRUSTS 
AND ESTATES.—In the case of property held by one 
person for life with remainder to another person, the 
deduction shall be computed as if the life tenant were 
the absolute owner of the property and shall be al- 
lowed to the life tenant. In the case of property held 
in trust, the allowable deduction shall be appor- 
tioned between the income beneficiaries and the trus- 
tee in accordance with the pertinent provisions of the 
instrument creating the trust, or, in the absence of 
such provisions, on the basis of the trust income al- 
locable to each. In the case of an estate, the allow- 
able deduction shall be apportioned between the estate 
and the heirs, legatees, and devices on the basis of 
the income of the estate allocable to each. 


Source: Sec. 23(1), 1989 Code. 


[See. 167 (i) ] 


(i) DEPRECIATION OF IMPROVEMENTS IN THE CASE 
OF MINES, ETC.— 
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For additional rule applicable to depreciation of 
improvements in the case of mines, oil and gas wells, 
other natural deposits, and timber, see section 611. 


Section 168: 
[See. 168] 


SEC. 168 AMORTIZATION OF EMERGENCY 
FACILITIES. 


(a) GENERAL RULE.—Every person, at his elec- 
tion, shall be entitled to a deduction with respect to 
the amortization of the adjusted basis (for deter- 
mining gain) of any emergency facility (as defined 
in subsection (d)), based on a period of 60 months. 
Such amortization deduction shall be an amount, with 
respect to each month of such period within the tax- 
able year, equal to the adjusted basis of the facility 
at the end of such month divided by the number of 
months (including the month for which the deduction 
is computed) remaining in the period. Such adjusted 
basis at the end of the month shall be computed with- 
out regard to the amortization deduction for such 
month. The amortization deduction above provided 
with respect to any month shall, except to the extent 
provided in subsection (f), be in lieu of the deprecia- 
tion deduction with respect to such facility for such 
month provided by section 167. The 60-month period 
shall begin as to any emergency facility, at the elec- 
tion of the taxpayer, with the month following the 
month in which the facility was completed or ac- 
quired, or with the succeeding taxable year. 


Source: Sees, 23(t), 124A(a), 1939 Code, substan- 
tially unchanged. 
[See. 168(b) ] 


(b) ELECTION OF AMORTIZATION.—The election of 
the taxpayer to take the amortization deduction and 
to begin the 60-month period with the month follow- 
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ing the month in which the facility was completed or 
acquired, or with the taxable year succeeding the tax- 
able year in which such facility was completed or ac- 
quired, shall be made by filing with the Secretary or 
his delegate, in such manner, in such form, and with- 
in such time, as the Secretary or his delegate may 
by regulations prescribe, a statement of such election. 


Source: Sec. 124A(b), 1989 Code, substantially un- 
changed. 


[See. 168(c) ] 


(c) TERMINATION OF AMORTIZATION DEDUCTION. 
—A taxpayer which has elected under subsection (b) 
to take the amortization deduction provided in sub- 
section (a) may, at any time after making such elec- 
tion, discontinue the amortization deduction with re- 
spect to the remainder of the amortization period, 
such discontinuance to begin as of the beginning of 
any month specified by the taxpayer in a notice in 
writing filed with the Secretary or his delegate before 
the beginning of such month. The depreciation de- 
duction provided under section 167 shall be allowed, 
beginning with the first month as to which the 
amortization deduction does not apply, and the tax- 
payer shall not be entitled to any further amortiza- 
tion deduction with respect to such emergency fa- 
cility. 

Source: Sec. 124A(c), 1939 Code, substantially un- 
changed. 


(Sec. 168(d)] 
(d) DEFINITIONS.— 
(1) EMERGENCY FACILITY.—For purposes of 
this section, the term, “emergency facility” 
means any facility, land, building, machinery, or 


equipment, or any part thereof, the construction, 
reconstruction, erection, installation, or acquisi- 
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tion of which was completed after December 31, 
1949, and with respect to which a certificate un- 
der subsection (e) has been made. In no event 
shall an amortization deduction be allowed in 
respect of any emergency facility for any taxable 
year unless a certificate in respect thereof under 
this paragraph shall have been made before the 
filing of the taxpayer’s return for such taxable 
year. 

(2) EMERGENCY PERIOD.—For purposes of 
this section, the term “emergency period” means 
the period beginning January 1, 1950, and end- 
ing on the date on which the President pro- 
claims that the utilization of a substantial por- 
tion of the emergency facilities with respect to 
which certifications under subsection (e) have 
been made is no longer required in the interest 
of national defense. 


Source: Sec. 124A (d), 1939 Code, substantially un- 
changed. 


[See. 168(e)] 


(e) DETERMINATION OF ADJUSTED BASIS OF EMER- 
GENCY FaciLity.—In determining, for purposes of 
subsection (a) or (g), the adjusted basis of an emer- 
gency facility— 


(1) CERTIFICATION ON OR BEFORE AUGUST 22, 
1957.—In the case of a certificate made on or 
before August 22, 1957, there shall be included 
only so much of the amount of the adjusted basis 
of such facility (computed without regard to 
this section) as is properly attributable to such 
construction, reconstruction, erection, installa- 
tion, or acquisition after December 31, 1949, as 
the certifying authority, designated by the Pres- 
ident by Executive Order, has certified as neces- 
sary in the interest of national defense during 
the emergency period, and only such portion of 
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such amount as such authority has certified as 
attributable to defense purposes. Such certifica- 
tion shall be under such regulations as may be 
prescribed from time to time by such certifying 
authority with the approval of the President. An 
application for a certificate must be filed at such 
time and in such manner as may be prescribed 
by such certifying authority under such regula- 
tions, but in no event shall such certificate have 
any effect unless an application therefor is filed 
before March 24, 1951, or before the expiration 
of 6 months after the beginning of such con- 
struction, reconstruction, erection, or installation 
or the date of such acquisition, whichever is 
later. 

(2) CERTIFICATION AFTER AUGUST 22, 1957.— 
In the case of a certificate made after August 
22, 1957, there shall be included only so much 
of the amount of the adjusted basis of such 
facility (computed without regard to this sec- 
tion) as is properly attributable to such con- 
struction, reconstruction, erection, installation, 
or acquisition after December 31, 1949, as the 
certifying authority designated by the President 
by Executive Order, has certified is to be used— 


(A) to produce new or specialized de 
fense items or components of new or spe- 
cialized defense items (as defined in para- 
graph (4)) during the emergency period, 

(B) to provide research, developmental, 
or experimental services during the emer- 
gency period for the Department of Defense 
(or one of the component departments of 
such Department) or for the Atomic En- 
ergy Commission as a part of the national 
defense program, or 

(C) to provide primary processing for 
uranium ore or uranium concentrate under 
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tion of which was completed after December 31, 
1949, and with respect to which a certificate un- 
der subsection (e) has been made. In no event 
shall an amortization deduction be allowed in 
respect of any emergency facility for any taxable 
year unless a certificate in respect thereof under 
this paragraph shall have been made before the 
filing of the taxpayer’s return for such taxable 
year. 

(2) EMERGENCY PERIOD.—For purposes of 
this section, the term “emergency period” means 
the period beginning January 1, 1950, and end- 
ing on the date on which the President pro- 
claims that the utilization of a substantial por- 
tion of the emergency facilities with respect to 
which certifications under subsection (e) have 
been made is no longer required in the interest 
of national defense. 


Source: Sec. 124A (d), 1939 Code, substantially un- 


changed. 
[See. 168 (e) ] 


(e) DETERMINATION OF ADJUSTED BASIS OF EMER- 
GENCY FACILITy.—In determining, for purposes of 
subsection (a) or (g), the adjusted basis of an emer- 
gency facility— 


(1) CERTIFICATION ON OR BEFORE AUGUST 22; 
1957.—In the case of a certificate made on or 
before August 22, 1957, there shall be included 
only so much of the amount of the adjusted basis 
of such facility (computed without regard to 
this section) as is properly attributable to such 
construction, reconstruction, erection, installa- 
tion, or acquisition after December 31, 1949, as 
the certifying authority, designated by the Pres- 
ident by Executive Order, has certified as neces- 
sary in the interest of national defense during 
the emergency period, and only such portion of 
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such amount as such authority has certified as 
attributable to defense purposes. Such certifica- 
tion shall be under such regulations as may be 
prescribed from time to time by such certifying 
authority with the approval of the President. An 
application for a certificate must be filed at such 
time and in such manner aS May be prescribed 
by such certifying authority under such regula- 
tions, but in no event shall such certificate have 
any effect unless an application therefor is filed 
before March 24, 1951, or before the expiration 
of 6 months after the beginning of such con- 
struction, reconstruction, erection, or installation 
or the date of such acquisition, whichever is 
later. 

(2) CERTIFICATION AFTER AUGUST 22, 1957.— 
In the case of a certificate made after August 
22, 1957, there shall be included only so much 
of the amount of the adjusted basis of such 
facility (computed without regard to this sec- 
tion) as is properly attributable to such con- 
struction, reconstruction, erection, installation, 
or acquisition after December 31, 1949, as the 
certifying authority designated by the President 
by Executive Order, has certified is to be used— 


(A) to produce new or specialized de- 
fense items or components of new or spe 
cialized defense items (as defined in para- 
graph (4)) during the emergency period, 

(B) to provide research, developmental, 
or experimental services during the emer- 
gency period for the Department of Defense 
(or one of the component departments of 
such Department) or for the Atomic En- 
ergy Commission as a part of the national 
defense program, or 

(C) to provide primary processing for 
uranium ore or uranium concentrate under 
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a program of the Atomic Energy Commis- 
sion for the development of new sources of 
uranium ore or uranium concentrate, 


and only such portion of such amount as such 
authority has certified is attributable to the na- 
tional defense program. Such certification shall 
be under such regulations as may be prescribed 
from time to time by such certifying authority 
with the approval of the President. An appli- 
cation for a certificate must be filed at such time 
and in such manner as may be prescribed by 
such certifying authority under such regulations 
but in no event shall such certificate have any 
effect unless an application therefor is filed be- 
fore the expiration of 6 months after the begin- 
ning of such construction, reconstruction, erec- 
tion, or installation or the date of such acquisi- 
tion. For purposes of the preceding sentence, 
an application which was timely filed under this 
subsection on or before August 22, 1957, and 
which was pending on such date, shall be consid- 
ered to be an application timely filed under this 
paragraph. 

(8) SEPARATE FACILITIES; SPECIAL RULE.— 
After the completion or acquisition of any emer- 
gency facility with respect to which a certificate 
under paragraph (1) or (2) has been made, 
any expenditure (attributable to such facility 
and to the period after such completion or ac- 
quisition) which does not represent construction, 
reconstruction, erection, installation, or acquisi- 
tion included in such certificate, but with respect 
to which a separate certificate is made under 
paragraph (1) or (2), shall not be applied in 
adjustment of the basis of such facility, but a 
separate basis shall be computed therefor pursu- 
ant to paragraph (1) or (2), as the ease may be, 
as if it were a new and separate emergency 
facility. 
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(4) DEFINITIONS.—For purposes of para- 
graph (2)— 

(A) NEW OR SPECIALIZED DEFENSE ITEM. 
_—The term “new or specialized defense 
item” means only an item (excluding serv- 
ices) — 


(i) which is produced, or will be pro- 
duced, for sale to the Department of 
Defense (or one of the component de- 
partments of such Department), or to 
the Atomic Energy Commission, for use 
in the national defense program, and 

(ii) for the production of which ex- 
isting productive facilities are unsuit- 
able because of its newness or of its 
specialized defense features. 


(B) COMPONENT OF NEW OR SPECIALIZED 
DEFENSE ITEM.—The term “component of a 
new or specialized defense item” means only 
an item— 


(i) which is, or will become, a physi- 
cal part of a new or specialized defense 
item, and 

(ii) for the production of which ex- 
isting productive facilities are unsuit- 
able because of its newness or of its 
specialized defense features. 


(5) LIMITATION WITH RESPECT TO URANIUM 
ORE OR URANIUM CONCENTRATE PROCESSING FA- 
ciuities.—No certificate shall be made under 
paragraph (2) (C) with respect to any facility 
unless existing facilities for processing the uran- 
ium ore or uranium concentrate which will be 
processed by such facility are unsuitable because 
of their location. 


Source as originally enacted in the 1954 Code: Sec. 
124A (e), 1939 Code, substantially unchanged. 
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Sec. as 
amended 


Amendments: effective: 


P. L. 85-866, §9(a), 
(BC). teacvect 
P. L. 85-165, § 


1-1-54 


P. L. 85-866, §9(a), (b), (c): 


§9(a) deleted the word “or” 
at the end of subparagraph (A) 
of Sec. 168(e)(2), added the 
word “or” at the end of sub- 
paragraph (B), and added a new 
subparagraph (C). 

§9(b) added paragraph (5) 
to Sec. 168 (e). 

§9(c) makes special provi- 
sions for certificate applications 
made prior to enactment of P. 
L. 85-866 and reads as follows: 
“In the case of any certificate 
which is made under section 168 
(e) of the Internal Revenue 
Code of 1954 for any facility to 
which the amendment made by 
subsection (a) applies, if appli- 
cation for such certificate was 
filed before the date of the en- 
actment of this Act and within 
the time prescribed by the next 
to the last sentence of section 
168(e)(2) of such Code, the 
second sentence of section 168 
(d)(1) of such Code shall not 
apply with respect to any tax- 
able year of the taxpayer which 
ends prior to the date on which 
such certificate is made. In the 
case of any certificate which is 
made under such section for any 
facility to which the amendment 
made by subsection (a) applies, 
if application for such certificate 
is filed at any time within 3 
months after the date of the 
enactment of this Act, the next 
to the last sentence of section 
168(e)(2) shall not apply and 


the second sentence of section 
168(d)(1) shall not apply with 
respect to any taxable year of 
the taxpayer which ends prior to 
the date on which such certifi- 
cate is made.” 


P. L. 85-165, §4(a), (b): 


Sec. 168(e)(1) was amended 
by §4(a) as above by substi- 
tuting “Certifications on or be- 
fore August 22, 1957.—In the 
case of a certificate made on or 
before August 22, 1957, there” 
for the word “There”. 

Sec. 186(e)(2) was also 
amended by §4(b) as above. 
Prior to the amendment, Sec. 
168(e)(2) read as follows: 


“(2) After the completion or 
acquisition of any emergency 
facility with respect to which a 
certificate under paragraph (1) 
has been made, any expenditure 
(attributable to such facility 
and to the period after such 
completion or acquisition) which 
does not represent construction, 
reconstruction, erection, instal- 
lation, or acquisition included in 
such certificate, but with respect 
to which a separate certificate 
is made under paragraph (1), 
shall not be applied in adjust- 
ment of the basis of such facil- 
ity, but a separate basis shall 
be computed therefor pursuant 
to paragraph (1) as if it were 
a new and separate emergency 
facility.” 

Sec. 4(b) of P. L. 85-165 also 
added paragraphs (3) and (4) 
to Sec. 168(e). 
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[See. 168(f) ] 


(f) DEPRECIATION DEDUCTION.—If the adjusted 
basis of the emergency facility (computed without 
regard to this section) is in excess of the adjusted 
basis computed under subsection (e), the deprecia- 
tion deduction provided by section 167 shall, despite 
the provisions of subsection (a) of this section, be 
allowed with respect to such emergency facility as if 
its adjusted basis for the purpose of such deduction 
were an amount equal to the amount of such excess. 


Source: Sec. 124A(f), 1939 Code, substantially un- 
changed. 


[Sec. 168(g) ] 


(g) PAYMENT BY UNITED STATES OF UNAMOR- 
TizED CosT OF FACILITY.—If an amount is properly 
ineludible in the gross income of the taxpayer on 
account of a payment with respect to an emergency 
facility and such payment is certified as provided in 


paragraph (1), then, at the election of the taxpayer 
in its return for the taxable year in which such 
amount is so includible— 


(1) The amortization deduction for the month 
in which such amount is so includible shall (in 
lieu of the amount of the deduction for such 
month computed under subsection (a) ) be equal 
to the amount so includible but not in excess of 
the adjusted basis of the emergency facility as 
of the end of such month (computed without re- 
gard to any amortization deduction for such 
month). Payments referred to in this subsec- 
tion shall be payments the amounts of which are 
certified, under such regulations as the Presi- 
dent may prescribe, by the certifying authority 
designated by the President as compensation to 
the taxpayer for the unamortized cost of the 
emergency facility made because— 
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(A) a contract with the United States 
involving the use of the facility has been 
terminated by its terms or by cancellation, 
or 

(B) the taxpayer had reasonable ground 
(either from provisions of a contract with 
the United States involving the use of the 
facility, or from written or oral representa- 
tions made under authority of the United 
States) for anticipating ftuure contracts in- 
volving the use of the facility, which future 
contracts have not been made. 


(2) In case the taxpayer is not entitled to any 
amortization deduction with respect to the emer- 
gency facility, the depreciation deduction allow- 
able under section 167 on account of the month 
in which such amount is so includible shall be 
increased by such amount, but such deduction on 
account of such month shall not be in excess of 
the adjusted basis of the emergency facility as 
of the end of such month (computed without re- 
gard to any amount allowable, on account of 
such month, under section 167 or this para- 
graph). 


Source: Sec. 124A(g), 1939 Code, substantially un- 
changed. 


[See. 168(h) ] 


(h) Lire TENANT AND REMAINDERMAN.—In the 
case of property held by one person for life with re- 
mainder to another person, the deduction shall be 
computed as if the life tenant were the absolute own- 
er of the property and shall be allowable to the life 
tenant. 


Source: See, 124A (h), 1939 Code, substantially un- 
changed. 
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[Sec. 168 (i) ] 


(i) TERMINATION.—No certificate under subsec- 
tion (e) shall be made with respect to any emergency 
facility after December 31, 1959. 


Source: Added by P. L. 85-165. 


Sec. as P. L. 85-165, § 4(¢): 


amended Added the above subsection 
Amendments: effective: and redesignated former sub- 
P. L. 85-165, §4(c) 8-26-57 section “(i)” as “(j)”. 


(Sec. 168(j) ] 
(j) Cross REFERENCE.— 
For special rule with respect to gain derived from 
the sale or exchange of property the adjusted basis 


of which is determined with regard to this section, 
see section 1238. 


Sec.as P. L. 85-165, § 4(c): 
amended Renumbered the above sub- 


Amendments: effective: section to designate it “(j)”. 


P. L. 85-165, §4(c) 8-26-57 Previously it had been desig- 
nated “(i)”. 
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Federal Power Commission Rules of Practice and Pro- 
cedure, Section 1.30(b): 


Recommended or tentative decisions. In proceed- 
ings in which, prior to the filing of the presiding offi- 
cer’s report, the Commission, with notice to the par- 
ties, directs (in specific cases or by general rule) the 
certification to it of the record for decision by the 
Commission, unless otherwise provided, the presiding 
officer’s report shall constitute a recommended deci- 
sion, except that in rule making or determining ap- 
plications for initial licenses, in lieu thereof, (1) the 
Commission may designate any of its responsible of- 
ficers to recommend a decision, or (2) the Commis- 
sion may issue a tentative decision. Such recom- 
mended or tentative decision shall be served upon 
all parties, or their attorneys of record, and staff 
counsel, who may file exceptions in the manner and 


within the time provided in $ 1.31. 
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APPENDIX C 


Natural Gas Pipeline Company of America 
Gas Utility Plant? 


In Thousands 


Reserve for 
Gross Plant Depreciation Net Plant 


$324,716,463 $ 82,333,208 $242,383,254 
335,001,980 93,242,391 241,759,589 
342,843,015 103,656,198 239,186,817 
390,977,981 114,518,512 276,459,469 
463,319,711 127,580,024 335,739,687 
471,245,425 142,306,101 328,939,324 
545,497,163 157,734,992 387,762,171 
587,420,683 171,559,358 415,861,325 
675,756,454 197,456,384 478,300,070 
656,205,086 206,439,723 449,765,363 
684,374,780 228,191,250 456,183,530 
749,007,273 249,899,195 499,108,078 


1 Figures are taken from F.P.C., Statistics of Natural Gas Com- 
panies, for the years shown. They may not total exactly due to 
rounding. 

These totals include those of Texas Illinois Natural Gas Pipeline 
Company for the years 1954 through 1958, Natural Gas Storage 
Company for the years 1954 through 1961 and Peoples Gulf Coast 
Natural Gas Pipeline Co. for the year 1959, all of which have been 
subsequently merged into Natural Gas Pipeline Co. of America. 
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APPENDIX D 
Natural Gas Pipeline Companies 


Gas Utility Plant? 


In Thousands 


Reserve for 
Gross Plant Depreciation Net Plant 


$ 5,438,047 $1,003,055 $4,434,992 
5,919,612 1,163,352 4,756,260 
6,597,978 1,341,510 5,256,468 
7,571,752 1,523,190 6,048,562 
8,313,228 1,748,293 6,564,935 
9,216,793 2,002,393 7,214,400 
10,183,601 2,294,175 7,889,426 
10,575,586 2,570,074 8,005,512 
11,264,410 2,862,291 8,402,119 
11,646,306 3,132,434 8,513,872 
11,918,428 3,426,112 8,492,316 


3 Figures are taken from F.P.C., Statistics for Interstate Natural 
Gas Pipeline Companies, 1964, XV. 

The balances in past years are correlated with 1964 figures to 
reflect changes in accounts of currently reported companies. 
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APPENDIX E 


Natural Gas Pipeline Company of America 


Accumulated Deferred Income Taxes * 


Deferred A/C 4ll-Income Deferred 
Federal Taxes Deferred State 
Income in Prior Income 

Tax Years-Credit Tax 


$ 41,569 $ $ 377 
165,901 1,861 
370,616 3,796 
630,731 5,767 

1,613,434 12,586 
3,494,361 33,468 
2,702,333 26,120 
4,326,834 55,915 
5,411,360 68,070 
4,917,075 63,090 
4,315,377 56,930 
8,892,452 58,000 


Total 


41,946 
167,762 
374,412 
615,051 

1,612,857 
3,518,365 
2,724,292 
4,377,209 
5,449,605 
4,946,961 
4,340,282 
3,950,452 


$31,882,043 $385,980 $32,119,194 


——= —= 


1From the company’s Annual Report to the F.PC., 1965, 227A 


(FPC Form No. 2). 
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